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2005 in Review

In 2005 we did what we said we would do.

We entered the year with serious issues to tackle. That is why we
took on a focused, aggressive turnaround plan to restore profitability,
improve our business processes and, most importantly, to grow the
business. It has been difficult, but in 2005 we achieved a great deal
against those plans. Here are some of the highlights:

Reduce Costs to Improve Profitability

Early in 2005, we embarked on lowering the fixed cost of the business.

Our cost base had grown too rapidly, and we needed to take some aggressive
actions. We completed the workforce reduction and we began 1o realize the full

financial benefit of these actions by the end of the third quarter; exactly as planned.

Some of the cost savings were reinvested in iImproving business processes and growing our business, We have
increased headcount in our ScheolHouse division and invested behind information technology, business processes and
our supply chain. We also invested in the research and development and marketing of our new products, including
our FLY Pentop Computer, Leapster L-MAX platform and SchoolHouse preducts. Even with these investments,
operating expenses declined by $ 14 million in 2005.

Improve Business Processes

Having grown from a small, focused, entrepreneurial organization, to a truly complex, broad reaching and successful
educational products company, we needed to fix our business processes. Here, too, our results have been significant.

We have upgraded the most senior ranks of our organization and have reinforced the middle and lower management
ranks in IT, Supply Chazin, Finance and SchoolHouse. For example, in January 2006 we hired a new general manager
for our Asian sourcing operations.

In August 2005, we completed the first phase of our Oracle | |1 implementation. We have overhauled our finan-

cial systems; a necessary step tc improving the quality of the information we have available to make decisions and
strengthening our internal controls. The next phase of the systems overhaul will be to improve all of our supply chain
systems. This implementation phase is scheduled to take place in the first half of this year, and thus not interfere with
our business during our busiest season.

Of course, we did not simply sit back and wait until the new systems to come on line to make improvements in

our supply chain. We have made improvements in our production planning processes and in our warehousing and
distribution capabilities, significantly improving customer service levels. This year we have received high marks; in 2005
we shipped on time and accurately in the United States. Nonetheless, we still need to improve our deliveries for our
international markets.

Grow the Business
At the very core of our company is innovation -- it is our life blocd and it permeates our cufture. That is why we

are all very proud of the reaction of the revoluticnary FLY Pentop Computer. It has been featured on virtually every
major TV show, from Good Morning America, to Dr. Phil, and everything in between! Also, it was the first product ever




to win three awards at the 2006 Toy Indus

Year, 2005’s Best Educational Toy, and the

try Association Awards Ceremony — 2005's Most Innovative Toy of the
overall 2005 Toy of the Year!

The FLY Pentop Computer was not our only major success this year. In addition, we saw our US screen-based

business more than double. This was due 1o the introduction of our Leapster L-MAX products and the continued

success of our Leapster handheld platform

Perhaps our greatest accomplishment this

business. Previously we were toc reliant on

have three large product categories in addi
are now larger than our LeapPad family of
International markets.

2006 and Beyond

In thinking about the future, it is important
company. We remain dedicated to our visi
products for school, work and home use, f
education problems, and are typically aligne

This is why Fortune Magazine, in their first '
Brands™. This study, conducted by Landor £
capacity to “breakaway” from their compet
Google and Apple iPod.

Our new products for 2006 build on this h
standards. For the first time ever, LeapFrog
year. Because we have exceptionally dema:;
language and packaging, but truly localizing

. |
simultaneous launches represent a great de

teams, for which we are very proud.

|
Jand software.

|

“ear was the creation of a healthy, diverse, balanced product line in our US

| a single product line, namely the LeapPad family of products. We now
:_ion to the LeapPad family in the United States, and two of those categories
products. We will continue to bring that vibrant portfolio of products to our

to also remember that we are, first and foremost, an educational products
on to become the leading brand for quality, technology-based educational
r all ages around the world. We work hard to develop products that solve
d with state and national educational standards.

Breakaway Brands” study identified LeapFrog as one of ten “Break-Away
hssociates and BrandEconomics, featured the brands that demonstrated the
itors. In this distinction, we were happy to be in such esteemed group as

eritage of engaging, innovative educational products that meet our high

is implementing global launches of two of our important new products this
nding educational standards, this is not a matter of simply translating
product in a culturally- and pedagogically-appropriate manner. So, these

al of hard work on the part of our content, engineering and marketing

The first of the two products that we will launch globally is the Little Leaps Grow-with-Me leaming system. This is an

engaging new platform that leverages DVD:

lscreen—based technology to gently, and creatively, introduce the building

blocks of learning to children under three. %arly response to this distinctive learning platform has been very positive
and there has been particular enthusiasm regarding the quality of our original content and the interactive play

. |
experience. Consumers around the world

. |
German language on all Little Leaps softwaj
available in all of our markets this summer.

will be able to choose American or Queen's English, Spanish, French or

re out of the box. The Little Leaps Grow-with-Me learning system will be

We are also introducing the LeapsterTV leamning system globally. This new educational game console has chunky

console buttons and an easy-to-use joystick, extending the Leapster brand to three year olds. The new platform works

|

with the Leapster educational software library, which offers the quality of tutorials, individualized leaming paths and rich

content and activities now expected from 1
platforms will be available in our French an

he Leapster brand. Both the classic Leapster handheld and the LeapsterTV

d Spanish-speaking markets this summer.

For the FLY Pentop Computer, we are adding algebra, creative writing and in-classroom testing to the personalized

homework series. We also have ten new e
Sudoku puzzle, to keep “t'weens” having fu

ntertaining FLY game products, including a title based on the popular
n, and learning during their free time.




In the past six years, our LeapFrog SchoolHouse division has successfully integrated our most innovative technology
with our onginal, state-approved curriculum to create a diversified portfolio of technology-based fearning tools for
school use. This now reaches far beyond products that leverage the LeapPad technology. In fact, we recently
announced the availability of the new Leapster Portable Technology Center, which is designed specifically for
classrooms and after-school programs. We are also currently working with several educational organizations and
schools in order to fast track the FLY pentop platform for classroom use.

Goncluding Comment

In sum, we have made very good progress in our turmaround. Our cost structure has improved, our processes have
been strengthened, and we continue to bring extraordinary innovation to the market. Additionally, our vision and
brand fundamentals are extracrdinary, providing an excellent foundation for the products we are introducing in 2006
and beyond.

The road ahead will be very challenging. Nonetheless we are confident we will continue to build our portfolio of
effective, engaging educational products that are trusted by parents and teachers and loved by children.

Respectfully,
Tom Kalinske Steven Fink

Chief Executive Officer Chairman of the Board
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SPECIAL NOTE ON FORWARD-LOOKING STATEMENTS

This report on Form 10-K, including the sections entitled “Item 1.-Business,” “Item 1A.-Risk Factors,” and
“Item 7.- Management’s Discussion and Analysis of Financial Condition and Result of Operations,” contains
forward-looking statements. These statements relate to future events or our future financial performance and
involve known and unknown risks, uncertainties and other factors that may cause our actual results, levels of
activity, performance or achievements to differ materially from any future results, levels of activity, performance
or achievements expressed or implied by \‘these forward-looking statements. These risks and other factors include
those listed under “Risk Factors” in Item |l A of this Form 10-K and those found elsewhere in this Form 10-K. In
some cases, you can identify forward-looking statements by terminology such as “may,” “will,” “should,”
“expect,” “intend,” “plan,” “anticipate,” ‘ibelieve,” “estimate,” “predict,” “potential,” “continue” or the negative
of these terms or other comparable terminology. Although we believe that the expectations reflected in the
forward-looking statements are reasonable, we cannot guarantee future results, levels of activity, performance or
achievements. We undertake no obligation to update or revise publicly any forward-looking statements, whether

as a result of new information, future events or otherwise after the date of this report.
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TRADEMARKS AND SERVICE MARKS

“LeapFrog;” “LeapPad,” “Alphabet Pal,” “Imagination Desk,” “iQuest,” “Language First!,” “Leap,”
“LeapStart,” “LeapTrack,” “Learning Something New Every Day,” “NearTouch,” “Quantum LeapPad,” “Turbo
Twist,” the green GO circle and the Boun'cing Frog logo are our registered trademarks or our service marks.
“FLY,” “FLYball,” “FLY Through,” the ELY logo, “Fridge Phonics,” the LeapFrog logo, the LeapFrog
SchoolHouse design, “LeapFrog SchoolHouse,” “LeapDesk,” “LeapMat,” “LeapPort,” “Leapster,” “Leapster
L-MAX,” “Leapster TV,” “Little Leaps,” “Learn-Around,” “LittleTouch,” and “Ready, Set, Leap!” are some of
our trademarks or our service marks. This report on Form 10-K also includes other trademarks and service
marks, as well as trade dress and trade names of ours. Other trademarks in this report on Form 10-K are property
of their respective owners.
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PART1

Item 1. Business
Overview

LeapFrog is a leading designer, developer and marketer of innovative, technology-based educational
products and related proprietary content, gedicated to making learning effective and engaging. We currently.
design our products to help infants and toddlers through high school students learn age- and skill-appropriate
subject matter, including phonics, readlngl writing, math, spelling, science, geography, history and music. Our
products are based on sound educational pedagogy under the guidance of our in-house educational experts and
our Education Advisory Board. We use our proprietary technologies and content to make these products
interactive and engaging. Our product line includes: (1) learning platforms, which are affordable hardware
devices, (2) educational software-based content, such as interactive books and cartridges, specifically designed
for use with our learning platforms and (3‘) stand-alone educational products.

We serve two markets, the consumerJ market and the education and training market. When we started our
business in 1995, we focused primarily on the U.S. consumer market. This market continues to represent the
majority of our sales in 2005. In the U.S. consumer market, our products are sold primarily through national and
regional mass-market and specialty retailers. In 2000, we expanded our consumer market to locations outside of
the United States. In the last four years, our international consumer sales, as represented by our International
segment, have increased from $53.6 million in 2002 to $131.2 million in 2005. To pursue our international
strategy, we have established sales offices in the United Kingdom, Canada, Mexico and France to sell to retailers
in those regions. We also have relationshi"ps with distributors in Spain, Germany, Australia and several other
countries. We currently sell our products in more than 25 countries and 6 languages.

Our platform products provide us Wi}“th a large installed base of platforms on which to build continued
software content sales. For our LeapPad family of platforms, which includes our LittleTouch LeapPad, My First
LeapPad, Classic LeapPad, LeapPad Plusﬂ Writing and Quantum LeapPad platforms, we sell a library of
interactive content related to those platforms that consists of an audio software cartridge and a corresponding
interactive book or activity card. For our Leapster and Leapster L-MAX handhelds, our FLY Pentop Computer
and.our Turbo Twist and 1Quest platforms, our content comes in software cartridges that slot easily into the
platforms. ‘

Users of our interactive content can

hear information regarding various academic subjects, read engaging

stories or play interactive, educational games. These titles feature our internally developed, branded LeapFrog
characters, such as Leap, Lily, Tad and Professor Quigley, while others feature popular licensed characters such
as Thomas the Tank Engine, Dora the Explorer, SpongeBob SquarePants, Bob the Builder, Winnie-the-Pooh,

Disney Princesses, Batman, Spider-Man

and characters from the movies such as Madagascar, Finding Nemo and
The Incredibles. '

Our product line also 1ncludes a vanpety of stand-alone educational products These stand-alone products
combine our proprietary technologies with a fixed set of content and include interactive plush toys, our LeapStart
learning table, our Fridge Phonics magne‘tlc set products for infants and toddlers, our The Letter Factory video
and our Explorer interactive globes for older children.

In 1999, we established our Educati T:)ri and Training Group segment. Within this segment, our SchoolHouse
division develops supplemental curriculum and assessment programs for pre-kindergarten through 8th grade
classrooms and sells new products incorporating our core technologies as well as specially modified versions of
our products to schools, teacher supply stores and educational product catalogs in the United States and
internationally. LeapFrog SchoolHouse product areas currently include assessment, early literacy, early
childhood, reading, language arts, math, English language development and special education. Our SchoolHouse

U . . . -
products are research-based products, tleld to state standards, and have been adopted or listed in various cities,
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states and regions, including California, Illinois, Georgia, New York City and Texas. Qur assessment and
instruction system, LeapTrack is designed to meet the increasing demands for accountability in schools. In
addition to our core instruction programs, our SchoolHouse division offers a library of interactive books to be
used with our LeapPad and Quantum LeapPad platforms, and which are designed to address challenging issues in
classroom instruction.

In 2003, we continued to support “Sed de Saber,” an English as a second language program in partnership
with Retention Education LLC. This program is aimed at teaching English to non-English speaking restaurant
workers to advance their careers.

Our net sales for our three business segments for the years ended December 31, 2005, 2004 and 2003, were
as follows:

% of Total Company
Year Ended December 31, Net Sales

2005 2004 2003 2005 2004 2003

(dollars in millions)

U.S. Consumer ........ T $478.3 $431.9 $546.0 74% 67% 80%
International . ....... ... ... . ... 131.2 1532 96.6 20% 24% 14%
Education and Training . ... .........overeneieinenennn... 40.3 55.2 37.5 6% 9% ;6_%
Total Company . ............ooiiiiiiieeniaainianns $649.8 $640.3 $680.0 100% 100% 100%

For additional discussion of our three business segments; see “Item 7. Management’s Discussion and
Analysis of Financial Condition and Results of Operations” and “Consolidated Financial Statements—Note 20.
Segment Reporting.”

We believe that sound educational principles are at the core of the value of our brands and products. Our
grade-based content is aligned with state and national education standards, often mirroring what is learned in the
classroom. All LeapFrog content and curriculum is based on a proprietary method of learning, created by our
in-house educational experts with the assistance of our Education Advisory Board, which identifies what children
learn and when and how they learn it. The members of our Education Advisory Board actively participate in'the
design and development of our products by meeting with our creative design team several times each year. Our
Education Advisory Board also is an external source of feedback for our creative design team with respect to new
products that are in the development stage. We believe that both our in-house experts and outside advisors are
critical in the creation of our learning products.

Our Education Advisory ‘Board

The members of our Education Advisory Board are extensively involved in the research of both education
and reading development. As of February 17, 2006, the members of our Education Advisory Board were:

*  Robert Calfee, Ph.D. Dr. Calfee has chaired our Education Advisory Board since our business started in
1995. He has been a prolific researcher and author in the area of reading and reading development for
the past 30 years. Dr. Calfee is presently Distinguished Professor and Dean Emeritus at the School of
Education at the University of California, Riverside. He is professor emeritus at Stanford University’s
School of Education, as well as a member of the board of the Society for Scientific Study of Reading.

* Anne Cunningham, Ph.D. Dr. Cunningham is an associate professor of cognition and development at the
University of California, Berkeley and the Director of the Joint Doctoral Program in Special Education.
She is a past member of the board of the Society for Scientific Study of Reading and the board of
directors for American Educational Research Association, Division C.



Alma Flor Ada, Ph.D. Dr. Ada is‘

the Professor Emerita of the Center for Multicultural Literature for

Children and Young Adults at th{e University of San Francisco, where she has been a professor since -
1976. She is an expert on bilingdal education and was the founder and first editor-in-chief of the Journal

I
of the National Assoc1at10n for B

.25 years,
Karen Fuson, Ph.D. Dr. Fuson is

1hngual Education where she has served on the advisory board for over

a Professor Emeritus at the School of Education and Social Policy at

Northwestern University. She is a mathematics educator and cognitive scientist whose work focuses on

“children’s mathematical understa
understanding. Her past work ha
‘understanding of whole number,

Ruth Nathan, Ph.D. Dr. Nathan h
2003, and she also acts as a Seni
Dr. Nathan is a lead instructor at
Program.

Scotr G. Paris, Ph.D. Dr. Paris is
Graduate Program in the Departn

nding and the classroom conditions that can facilitate such
contributed to the understanding of children’s counting and
fraction and decimal computation.

as been employed as our Executive Educational Advisor since June
r Executive Editor for our SchoolHouse division. In addition,
the University of California, Berkeley Extension Reading Certificate

a professor in the School of Education and professor and Chair of the
nent of Psychology at the University of Michigan. He was a founding

member of the Center for the Improvement of Early Reading Achievement and served on the board of
directors of the National ReadmU Conference.

P. David Pearson, Ph.D. Dr. Pea;
of California, Berkeley and was
the College of Education and the
Achievement at Michigan State U

rson is the Dean of the Graduate School of Education at the University
reviously the John A. Hannah Distinguished Professor of Education in
Co-Director of the Center for the Improvement of Early Reading
Iniversity, and was Dean of the College of Education and the

Co-Director of the Center for the Study of Reading at the University of Illinois, Urbana-Champaign.

»  Jeni Leta Riley, Ph.D. Dr. R11ey 1|s the head of the School of Early. Childhood and Primary Education for
the Institute of Education, Umver{sxty of London. Dr. Riléy received her conferment of title of Reader in
Literacy in Primary Education inj2000 and has been active in early childhood literacy development as a

. t .
teacher, lecturer, examiner and re‘searcher for nearly 30 years.

s Keith E. Stanovich, Ph.D. Dr. Stanovich is a professor at the University of Toronto, Department of
Human Development and Applied Psychology where he holds the Canada Research Chair in Applied
Cognitive Science. Dr. Stanovichihas been recogmzed for his research in reading including being
awarded the Distinguished Scxentlﬁc Contributions Award from the Society for the Scientific Study of

~ Reading in 2000, and the International Reading Association’s Albert J. Harris Award in 1988 and 1992,
the only two-time winner. He was elected to the Reading Hall of Fame in 1995 by the members of that
society.

Our Products .

|
UsS. Consumer and International Produlcts

We have developed a variety of stand- c':‘ilone products, learning platforms and a significant library of related
content. Qur platforms are hardware devices that work with muitiple content sets. Our content.comes in the form of
memory cartridges used in interactive books\ handheld video games, and educational software and games for use
with specific platforms. Our stand-alone products combine our proprietary technology with a fixed set of content.

Our consumer products fall into four main categories: book-based; screen-based; FLY and stand-alone products.

!

Select Hardware Platforms and Related Content
Book-based: LeapPad Famlly of Platforms
Aggregate consumer sales of our LeapPad family of products, accounted f01 approximately 29%, 37% and
47% of our total net sales in 2005, 2004 and 2003, respectively.

3

SHOL, Wed)

i



L Littl;eTouch LeapPad learning system (ages 6 months to 3 years). Our LittleTouch LeapPad’ learning
system is designed for infants and toddlers and offers an opportunity for parents to introduce the reading
experience and early learning concepts using finger touch-based interactivity.

My First LeapPad learning system (ages 3 to 5). Our My First LeapPad learning system encourages
preschoolers to take their first steps to develop pre-reading and pre-math skills. It incorporates the same
proprietary NearTouch technology used in our LeapPad learning system.

* LeapPad learning system (ages 4 to 8). Our LeapPad learning system, the first platform of our LeapPad
fanmily of platforms, is based on our proprietary NearTouch technology. Since 1999, the LeapPad
platform has transformed our LeapPad books into audio-interactive learning devices. When children
touch words and pictures with the stylus pen, they receive instant audio feedback that helps them sound
out and pronounce words, learn to read and build vocabulary. These experiences also re-inforce other
fundamental learning concepts. The LeapPad learning system allows children to read and learn at their
own pace, using educational games, activities, music and positive feedback. The LeapPad platform is
available in English, French, German, Korean, Japanese and Spanish. A separate version of the LeapPad
learning system is marketed by our Education and Training segment directly to U.S. school districts and
sold under the “LeapTrack™ system which provides assessment to gauge the performance of individual
students in a classroom environment. The retail LeapPad library was developed with guidance from our
educational experts and is designed to help children build skills they need to excel in reading, math,
vocabulary, science, music, logic and more. )

Our retail library includes titles featuring our proprietary LeapFrog characters. Also included in our retail
library are licensed characters such as Winnie-the-Pooh and SpongeBob-SquarePants and licensed characters
from movies such as Madagascar, The Incredibles, Spider-Man, Batman, Bratz, Scooby-Doo, Toy Story 2, The
Lion King, Monsters, Inc., Finding Nemo and others. -

Our Education and Training division uses LeapPad and Quantum LeapPad as key interactive education
platforms in its classroom solution product lines. Please see “Our Products—Education and Training
(SchoolHouse)” for more information on this segment’s products.

Screen-based: Leapster and Leapster L-MAX Multimedia Learning Systems

" The Leapster family of multimedia learning systems comprise our screen-based, learning initiative
developed to encourage learning skills while allowing children to play action-packed learning games. The
Leapster platform is a handheld device with backlit color animation, a multi-directional control pad and a touch-
screen enabled by a built-in stylus. Our Leapster content allows “players” to read electronic books, create.works
of art and watch interactive videos. We have developed a library of Leapster software titles to appeal to both
boys and girls with educational games featuring licensed characters such as Disney Princesses, Dora the
Explorer, SpongeBob SquarePants, and characters from movies such as Finding Nemo, The Incredibles and
Spider-Man. We also have a digital art title specifically designed for students in kindergarten, first grade, second
grade and third grade; a Junie B. Jones journal title; educational titles focusing on phonics and math; and titles
featuring our interactive The Letter Factory and The Talking Words Factory videos. In the summer of 2005, we
launched our Leapster L-MAX system that uses the television to expand learning. The Leapster L-MAX system
uses many of the software cartridges developed for the original Leapster handheld, and offers new Leapster
L-MAX software cartridges with features designed to offer an enhanced screen-based learning experience.
Leapster L-MAX teaches essential skills including math, reading, spelling, science, writing skills, and more. In
2006, we plan on expanding our screen-based portfolio with the LeapsterTV learning system and Little Leaps
Grow-With-Me learning system. :

Sales of our Leapster and Leapster L-MAX handhelds and their related software titles, accounted for
approximately 6% of our total net sales in 2003, approximately 16% of our total net sales in 2004, and
approximately 27% of our total net sales-in 2005. ’




FLY Pentop Computer

1In Fall 2005, we launched our newes

t platform product, the FLY . The FLY Pentop Computer is an optical

scanning, audio-enabled digital pen that b

special FLY paper, cards or other materia.ﬂ

rings computer interactivity to the pen and paper experience. Using
Is enabled for the FLY Pentop Computer, users can get homework help

in math or spelling, translate words into ather languages, play games with interactive collectible playing cards,

]\

compose music and more via real-time audio feedback as they write and draw. The FLY Pentop Computer is the

I
first consumer electronic device that gives

users real-time audio feedback as they write with special FLY paper,

making what they write come to life. Qur ‘new FLY platform is designed for the “tween” and teen markets.

|

The FLY software library includes titles to span a variety of interests, learning needs and ages. For example,

[}

FLY Through Spanish provides real-time English-Spanish word translations; FLY Through Math provides step by

step coaching on multiplication and divisi‘
game,; Batman. The Battle for Gotham Ci
interactive writing prompts and topics for
include algebra and other homework helpc

Stand-Alone Products

Our variety of stand-alone education
use our platforms effectively. These stand
letter recognition. These products are gene

on for grades 4 through 6; FLYball is an interactive baseball card
fy is an interactive strategy game; and the FLY Journal provides
consideration, In 2006, we plan on expanding our software offering to

1S.

al products are designed primarily for children who are too young to

alone products help develop fine motor skills and color, sound and
rally affordable and simpler to localize for foreign markets than our

platform and content suites. Some of our more popular stand-alone products include:

Explorer Globe—an interactive, !
older children and teens that intrg
and more.

introduce letters and numbers and
Fridge Phonics Magnet Set—a m

teaches letter names, letter sound

We are particularly proud that in 200
Around Playground, each of which were n
Awards. In addition, the FLY Pentop Com
for Most Innovative Toy, Best Educationa

Our International Products

- Our international consumer strategy i

as marketing English-language products as
2005, our products have been marketed and

touch-sensitive globe utilizing our NearTouch technology designed for

duces interesting facts about continents, countries, capitals, currency

LeapStart Learning Table—a leatrning table designed for infants and toddlers to refine motor skills,

encourage development.

agnetic letter set designed for preschoolers and kindergarteners that
s and learning songs.

5 our FLY Pentop Computer, Leapster L-MAX platform and Learn-
ewly introduced in 2005, received Oppenheim Toy Portfolio, Platinum
puter was the recipient of the 2005 Toy Industry Association Awards
Toy and overall Best Toy of the Year.

ncludes the creation of LeapFrog products in foreign languages as well
tools for learning English as a foreign language. As of December 31,

l sold in six languages, including Queen’s English, Spanish, French,

]

Japanese and German, and in more than 25 countries. We currently sell our LittleTouch LeapPad, My First

LeapPad and LeapPad platforms with loca

content for the British, Australian, German
items such as the LeapStart Learning Table

outside of the United States. In 2006, we p
system.

We sell our LeapPad platform to the p

Benesse Corporation, a supplemental educ

CoCoPad version of our LeapPad platform

ized content. Our Leapster platform is sold with localized English
and non-French-speaking Canadian markets. Some of our key infant
, Learning Drum and Alphabet Pal are also localized for markets

lan to add French and Spanish versions of our Leapster learning

rivate education market in Japan through our relationship with
tion materials company, which is currently distributing a co-branded
to preschool to 3rd grade level subscribers of its educational program.
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Our success in penetrating the U.K. consumer market is exemplified by the British Association of Toy
Retailers choosing our LeapPad platform as the top preschool toy for various years since 2001 and naming
LeapFrog as Company of the Year in 2004. Our Leapster L-MAX platform was launched in Canada in 2005 and
has been named 2006 Toy of the Year by the Canadian Toy Testing Council, or CTTC.

Education and Training (SchoolHouse)

Our SchoolHouse division, part of our Education and Training group, offers supplemental pre-kindergarten
through 8th grade school curriculum programs that incorporate our proprietary technology-empowered personal
learning tools, or PLTs, and research-based instructional principles. Our SchoolHouse division curriculum
provides over 200 interactive book titles and over 450 interactive assessment cards, for a total of over 6,000
pages of interactive content. At the end of 2005, LeapFrog SchoolHouse products could be found in more than
100,000 classrooms. The interactive content includes instruction and assessment for subject areas such as early
literacy, early childhood, reading, language arts, math, science, English language development and special
education. Our multi-sensory classroom programs include:

* LeapTrack assessment and instruction system (kindergarten through 5th grade). Our flagship
SchoolHouse product, the LeapTrack assessment and instruction system, is a classroom management
system that uses the LeapPad PLT, re-writable flash memory cartridges, a LeapPort carfridge station and
a CD-ROM-based computer program to instruct and assess students in kindergarten through 5th grade.
Assessment results are uploaded from the LeapPad PLT via the re-writable flash memory cartridge to
the management system for immediate scoring and evaluation. These assessments are aligned to state
standards, giving teachers an early opportunity to monitor the performance of their students in subject
areas such as reading, math and language arts. Based on each student’s individual results, the system
then prescribes individualized learning paths for each student, which is available for immediate
download via the re-writable flash memory cartridge for use on the LeapPad PLT. In 2005 we launched
LeapTrack 4.0 with an improved user interface content that is now fully aligned to state standards,
updated reporting capabilities, as well as new management tools for tracking and reporting on student
progress. ‘

*  The Literacy Center (pre-kindergarten through 2nd grade). The SchoolHouse Literacy Center is a
curriculum for reading instruction with pre-kindergarten, kindergarten and grade 1+ editions that offer
an interactive multi-sensory approach to developing early literacy skills. The program includes whole-
class instruction as well as small-group and individual work using our LeapPad PLT outfitted with
headphones; our LeapDesk and LeapMat interactive products and an array of posters, books, activity
cards and sing-along music for the classroom. The program includes Link to Lessons, a software
application that provides access to thousands of skill-based activities, and is aligned to one of the most
widely used assessments among schools receiving federal Reading First funds.

»  Language First! Program (kindergarten through 2nd grade+). Qur Language First! program is an
English language development program for kindergarten through 2nd grade and is designed to help
teach English to children with limited English proficiency, or for whom English is not their primary
language, offering support in six languages.

*  Ready, Set, Leap! Program (pre-kindergarten). The scope and sequence of the Ready, Set, Leap!
curriculum, provides in language and early literacy, mathematics, social studies, science, fine arts,
health and safety, and personal and social development, as well as physical development for the
pre-kindergarten market. This research-based program uses LeapFrog SchoolHouse’s award-winning
personal learning tools, including the LeapPad platform, the LeapDesk workstation, the LeapMat
learning surface, and the Imagination Desk learning system, to create a multisensory, hands-on learning
experience. In 2005 Ready, Set, Leap! was enhanced to include components for use in settings where
customers need quick training for instructional personnel, including a version that aligns to benchmarks
used in 20,000 Head Start centers in the United States. ’




In 2005, we introduced our screen-ba
launch pilot programs for our FLY Pentor

sed Leapster handheld products into the classroom and expect to
Computer in 2006 as well.

Adpvertising and Marketing

Our advertising and marketing strate‘gy is designed to establish LeapFrog as the leading provider of
engaging, effective, quality technology-based learning solutions for the infant through high school audience and
as a brand that parents and educators will seek to supplement a child’s educational needs. We use a variety of
advertising and marketing methods to support our brands and products. Our strategy includes use of network and
national cable television advertisements and national print campaigns featuring our LeapFrog brand. In addition,

we direct our advertising both at parents ay

campaigns with partners such as Tropican

s well as children. For example, we have pursued promotional
a where our logo was featured on cartons of Tropicana orange juice

providing widespread exposure of the LeapFrog brand.

Globally, we have also employed a P

ublic relations strategy to gain additional brand exposure through

television appearances by senior management and our international marketing and sales teams where they

showcase our products, often during the k

In the U.S. this year, our FLY Pentoy
Good Morning America’s “Hot Holiday T

ey holiday selling period.

Computer was featured on various television programs including:

Ioys,” Dr. Phil’s “Hot Holiday Gifts,” ABC World News’ “Tonight

with Peter Jennings—The Incredible Shrinking Computer,” and ABC World News Now “Ahead of the Curve—

|

Tech Toys for Children.” We continue to expand our marketing reach using online advertising media and

|

websites designed to preview game play and product functionality. In addition, in 2005, we launched our Mexico

and U.S. Hispanic websites. For a discussj

see “Item 1A.—Risk Factors—Our advert

Globally, we have well-established r
advertising through cooperative print adve
partners such as Toys “R” Us, Wal-Mart, |
of particular LeapFrog products at these r

In key retail stores, we use in-store d}
provide an in-store user experience.

Our SchoolHouse division utilizes a ‘

on of risk factors related to our advertising and promotional activities,
ising and promotional activities may not be successful.”

etailer relationships and utilize an aggressive campaign to gain print
rtisements in local newspapers. These advertisements run by our retail
Kmart and Target, highlight promotional activities and the availability
2tail outlets. ‘

emonstration display units to highlight our LeapFrog products and

variety of advertising and marketing tools to build brand awareness in

the education market, including placing advertisements in leading education publications targeting school

administrators and teachers, and participa

Sales and Distribution

A limited number of customers histoj

2005, sales to Wal-Mart (including Sam’s

J

ing in key education trade shows and events.

rically have accounted for a substantial portion of our net sales. In
Club), Toys “R” Us and Target accounted for approximately 29%,

20% and 15% respectively, of our consolidated net sales. In 2004, sales to Wal-Mart (including Sam’s Club),

Toys “R” Us and Target accounted for ap

proximately 28%, 23% and 13%, respectively, of our consolidated net

sales. For a discussion of this concentratiqfn risk see “Item 1A.—Risk Factors—Our business depends on three

retailers that together accounted for appro
80% of the U.S. Consumer segment sales

U.S. Consumer

We market and sell our products prin
specialty toy stores. Sales of our products

ximately 64% of our consolidated net sales in 2005, and approximately
and our dependence upon a small group of retailers may increase.”

narily through national and regional mass-market retail stores as well as
to Wal-Mart (including Sam’s Club), Toys “R” Us and Target
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accounted for approximately 35%, 24% and 21% of net sales in our U.S. Consumer segment in 2005 and 37%,
30% and 20% in 2004, respectively. Our remaining U.S. Consumer retail sales come from sales of our products
to other mass marketers, club stores, electronic, office supply and specialty toy stores.

Our sales team works with store buyers from our key retailers to forecast demand for our products, develop
the store floor footprint, secure retail shelf space for our products and agree upon pricing components, including
cooperative advertising allowances. The large retail chains generally provide us with a preliminary forecast of
their expected purchases of our products during the year. While these and subsequent forecasts are not
contractually binding, they provide important feedback that we use in our planning process throughout the year.
We work closely with our key retailers during the year to establish and revise our expected demand forecasts and
plan our production and delivery needs accordingly. Most retailers issue purchase orders to us as they need
product. Based on these purchase orders, we prepare shipments for delivery through various methods. We sell to
smaller retail stores through a combination of independent sales representatives and direct salespeople.

International Consumer

As of December 31, 2005 we maintained four overseas subsidiaries through which we sell our products
directly to leading retailers in the United Kingdom, Canada, Mexico and France. We currently have distribution
arrangements in Korea, Australia, New Zealand, Latin America and Europe. Distribution of products to the
Middle East, Southeast Asia and Eastern Europe are coordinated out of our United Kingdom office.

In Japan, Benesse Corporation is assisting us in developing the Japanese supplemental educational materials
market by distributing the CoCoPad system to its preschool through 3rd grade level subscribers. Additionally,
Benesse Corporation has developed original educational content in Japanese and English for interactive books to
be used with the CoCoPad system. :

Education and Training

Our Education and Training segment’s primary customers represent U.S. pre-kindergarten through 8th grade
classrooms and also include teacher supply stores and catalog sales by our SchoolHouse division. Using our
in-house sales team as well as independent sales representatives, we sell directly to educational institutions at the
classroom, school and district levels, and to resellers and retail outlets that target the education market. We also
publish a catalog that is aimed at and distributed to educators. In 2005, we began selling classroom products in
Mexico through local distributors and continue to sell products through tocal distributors in Puerto Rico. In 2005,
we also established key strategic partnerships that are designed to diversify our revenue sources. These
relationships include an alliance with the National Head Start Association.

Financial Information About Geographic Areas

The information about sales in geographic areas is included in Note 20 of the Notes to the Consolidated
Financial Statements in Item § of this report and is incorporated herein by reference.

Research and Development
Hardware and Software Development

To develop our products and content, we have assembled a team of technologists with backgrounds in a
wide variety of fields including education, child development, hardware engineering, software development,
video games and toys. We have developed internally each of our current platforms and stand-alone products,
although we use licensed technology if it is advantageous to do so. For example, we use a version of
Macromedia’s Flash player in our Leapster and Leapster L-MAX platforms, and we use optical scanning
technology from Anoto AB in our FLY Pentop Computer platform, which we launched in Fall 2005.




|

We have successfully developed proprietary technologies that we use across a number of products in the
markets we serve. We have made innovati:ons in the.areas of touch detection technology, speech compression,

]‘y combining, technology developments in mixed signal application-

have been able to add features at comparatively low cost.

music synthesis and content generation. B
specific integrated circuits, or ASICs, we

We have built internal expertise in hardware design, hardware synthesis, mixed signal custom ASIC design,

real-time embedded systems, software des
engineering. The research and developme
from concept through manufacturing laun

Content Development

Our dedicated content production deg

ign, tools for packaging and compiling product content and mechanical
Nt team participates in all phases of the product development process
ch. ‘ ‘ '

dartment has written scripts and designed a large majority of the art,

audio and other content for our interactive books, activity cards and stand-alone products, applying our own

pedagogical approach that is based on established educational standards. Most of the members of our content

production team have prior experience in
industries. i '

We have developed a portion of our

|

‘he education, entertainment and educational software or video game

content using licensed characters such as Disney Princesses, Thomas

the Tank Engine, Scooby-Doo, Dora the l%xplorer, Spider-Man, SpongeBob SquarePants and characters from the
movies Madagascar, Finding Nemo and‘ Z’he Incredibles. ‘

: |

We launched our Developer’s Studio
tools that help turn the content designed b,
various platforms. In an effort to increase
we make these tools available to outside d
support to internal and external content de
internally developed content into interacti
the business relationships with our comm
platforms. ' ‘

Our research and development expen
million in 2003.

Intellectual Property

We believe that the protection of our

H in July 2001, which consists of a team dedicated to creating software
y our content developers into interactive content that works with our
the amount and variety of content available for our platform products,
evelopers. Our Developer’s Studio team trains and provides technical
’velopment téams, and works with our production team to turn our

Ve books and software. Finally, this team is responsible for managing
inity of third-party developers that are trained to create content for our

ses were $32.3 million in 2003, $61.0 million in 2004 and $57.6

patents, trademarks, trade dress, ‘copyrights and trade secrets is critical

to our future success, and we aggressively protect our proprietary rights through a combination of patents,
trademarks, copyrights, trade secrets, confidentiality procedures, nondisclosure agreements and other contractual

agreements. As of December 31, 2005, w
and Trademark Office, as well as more th

|

l" had more than 45 utility and design patents issued by the U.S. Patent
an 45 issued internationally. These include 30 domestic and foreign

patents related to our LeapPad platform technology, which do not expire before 2013. Additionally, we have filed

|

more than 145 patent applications pending in the United States and in other countries. We cannot assure you that

any of our pending patent applications wi
patents, or our patents that have already is

As of December 31, 2005, we also had ov’

“LeapFrog” and the “LeapPad” and “Nea
also rely upon trade secrets, technical kno
competitive position. For a discussion of

1 result in the issuance of any patents, or that, if issued, any of these
sued, will offer protection against competitors with similar technology.
er 90 U.S. trademark registrations, including for marks incorporating
I'Touch” marks, as well as over 230 foreign trademark registrations. We
w-how and continuing invention to develop and maintain our

how our intellectual property rights may not prevent our competitors

from using similar or identical technology:, see “Ttem 1A—Risk Factors—OQur intellectual property rights may
not prevent our competitors from using our technologies or similar technologies to develop competing products,

which could weaken our competitive posi

tion and harm our operating results.”” For a discussion of how our
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intellectual property rights may not insulate us from claims of infringement by third parties, see “Item 1A—Risk
Factors—Third parties have claimed, and may claim in the future, that we are infringing their intellectual
property rights, which may cause us to incur significant litigation or licensing expenses or to stop selling some
or all of our products, or usmg some of our trademarks.”

Manufacturing, Logistics and Other Operations

Our manufacturing and operations strategy is designed to maximize the use of outsourced services particularly
with respect to the actual production and physical distribution of our products and to concentrate our internal
resources on areas such as engineering, production planning and quality control. We believe our outsourcing strategy
also enhances the scalability of our manufacturing efforts. In order to work closely with our manufacturing service
providers, we have established subsidiaries in Hong Kong and Macau. Prior to the fourth quarter of 2005, LeapFrog
sourced and provided, on consignment, some of the components used in our product. During the fourth quarter, we
began the transition to a “turnkey” mode of operations which requires our contract manufacturers to source directly
the necessary components and build finished products to our specifications. These turnkey operations provide a more
effective supply chain process by allowing LeapFrog’s engineering resources to focus on the product design and
manufacturability while our contract manufacturers manage the supply of raw materials into the process. This

" approach also provides clear task ownership and facilitates coordination of up stream suppliers with a single point of
contact. In addition, our contract manufacturers, who provide similar services to other companies, can source the raw
materials more cost-effectively than we can. Most of our products are ‘manufactured from basic raw materials such as
plastic and paper, and the majority of our products require electronic components. These raw materials are readily
available from a variety of sources, but may be subject to significant fluctuations in price. Some of our electronic
components used to make our products, including our ASICs, currently come from sole suppliers. For information as
to how this concentration of suppliers could affect our business, see “Item 1A—Risk Factors—We depend on our
suppliers for our components and raw materials, and our production or operating margins would be harmed if these
suppliers are not able to meet our demand and alternative sources are not available” and “-—Increases in our
component or manufacturing costs could reduce our gross margins.”

In 2005, we used various contract manufacturers located in Asia, primarily mainland China, to build our
finished products. These suppliers are selected based on their technical and production capabilities and are
matched to particular products to achieve cost and quality efficiencies. In addition, we have nine manufacturing
suppliers in North America to address our specialized needs and fast turnaround requirements on a periodic basis
for certain products. We have our own quality assurance employees on site at the majority of our contract
manufacturers. During 2005, 2004 and 2003, our top three contract manufacturers combined supplied
approximately 44%, 42% and 48% of the total value of our products, respectively. For information as to how this
concentration of manufacturing could affect our business, see “Item 1A—Risk Factors—We rely on a limited
number of manufacturers, virtlially all of which are located in China, to produce our finished products, and our
reputation and operating results could be harmed if they fail to produce quality products in a timely and cost-
effective manner and in sufficient quantities.”

~ Inour U.S. Consumer segment, some products are shipped directly to our contract warehouse in Fontana,
California and are later shipped to meet the demands of our major U.S. retailers and other smaller retailers and
distributors throughout the United States, and some products are shipped directly to the retailers’ locations. The
products for our International segment are either shipped directly to our international distributors or to local
country contract warehouses from which the products are then shipped to meet the demands of our international
distributors and customers. The products for our Education and Training segment are shipped directly to our
contract warehouse in Chino, California and are later shipped to meet the demands of the educational institutions
and educators who purchase our products.

Information Technology

Our information technology environment is built around an Oracle system that supports our core order
management, distribution, manufacturing and financial operations worldwide. We are also in the process of
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implementing new applications that are intended to further improve our supply chain management capabilities.
These applications include supply chain pl“kanning software and improvements to warehouse management systems
for our distribution facilities. In addition, »Jye also have software systems that we use for both sales analytics,
financial planning and financial reporting:ﬂFor information as to how our information technology environment
could affect our business, see “Item 1 A—Risk Factors—We have had significant challenges to our management
systems and resources, particularly in our supply chain and information systenis, and as a result we may
experience difficulties managing our business.”

Consumer Service

We believe that our ability to establish and maintain long-term relationships with consumers and retailers
depends, in part, on the strength of our customer support and service operations. We encourage and utilize
frequent communication with and feedback from our customers and retailers to continually improve our products
and service. We have contracted with an outside customer service provider who operates 24 hours a day, 7 days a
week during peak periods, specifically from December through January, and 14 hours on weekdays, and 9 hours
on Saturdays during off-peak periods. We offer toll-free.telephone support for consumers and retailers who
prefer to talk directly with a customer service representative. We also respond to email inquiries received through
our website, and we have a team of in-house consumer service representatives who oversee and coordinate our
customer service activities with our third-ﬁ‘)aﬂy customer service provider. In addition, on our website, we have a
knowledge resource link that directs consumers to a frequently asked questions section, which we update as we

receive consumer feedback.

D, e

We also have a dedicated retail sales ‘service team. This team works with our top retailers and provides
point-of-sale related analysis for better forecasting and inventory plans.

Our consumer service and retail sales service teams are managed from our Emeryville, California corporate
offices. ‘

Competition

We compete in the infant-toddler, preschool, and electronic learning aids categories of the U.S. and
international toy industry. This category continues to grow in size and importance, and as a result, it is an
increasingly competitive arena. Competitors in the educational toy market continue to increase their investment
in product research and development and %dvertising, while focusing on management of global product launches
and retail shelf space. We believe our products compete in these market segments based on brand, product design
features, learning content and experience, “quality and price. We believe the LeapFrog brand is recognized for
quality educational products, enabling us to compare favorably with many of our current competitors on some or
all of these factors. Our current principal clompetitors in the infant-toddler and preschool categories include
Mattel, Inc. primarily under its Fisher-Pri(ﬁe brand, Hasbro, Inc. and VTech Holdings Ltd., or VTech. The infant-
toddler category is strategically significan% because it introduces parents to the LeapFrog line of educational
products. ‘ , o
_ Our LeapPad family competes in the marketplace with other learning products designed to focus on
learn-to-read skills. We believe our LeapPad family of hardware and software offers the most extensive line of
products and interactive books in the market. In this category and age range, we also compete with educational
software publishers, such as Knowledge Adventure, best known for its MathBlaster and Jumpstart Learning

System software titles that are found at ma“ss retailers, electronics and toy stores.

Recent market trends show an ever—ir“lcreasing shift to screen-based learning with companies using handheld
devices as well as television monitors to deliver an interactive, educational gaming experience. In 2005, we
introduced our Leapster L-MAX platformf,‘ which joins our Leapster family. The Leapster L-MAX system allows
children to play action-packed learning gdhes, read electronic books, create works of art and watch interactive

¢
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videos on both the handheld’s screen and a television screen. The platform leverages our Leapster software
library and our educational titles using licensed and non-licensed content. VTech is a competitor in the screen-
based category with their V.Smile and V.Smile Pocket game platforms. The V.Smile Pocket is a portable,
handheld educational gaming platform that competes directly with our Leapster handheld while the V.Smile is a
game console competing with our Leapster L-MAX system. VTech, a Hong Kong- based electronics company, is
larger and more diversified than LeapFrog. As a result, we believe that VTech may have an advantage with
respect to sourcing products and components that may enable them to provide a more rapid competitive response
to the market. In addition, we believe that our Leapster family competes with other popular handheld and console
game platforms with less educational focus, such as Nintendo Co., Ltd., Sony Corporation’s PlayStation and
PlayStation Portable and Jakks Pacific’s Plug-And-Play Controller.

With the introduction of our FLY Pentop Computer, we have entered a new competitive arena. The FLY
Pentop Computer is targeted at market for ages eight years and older. This is an age group that no longer :
considers themselves children as they become more image conscious and often emulate older siblings. Qur FLY
marketing plan has allowed us to begin to merchandise our products away from the toy aisle and other LeapFrog
branded products. The FLY Pentop Computer and associated products can be found at retail with other electronic
products, and may therefore compete with other electronic devices marketed at tweens including cellular phones
and MP3 music devices. We believe that producers of smart mobile devices, such as personal digital assistants,
non-mobile game platforms and computer-based software may be able to compete effectively in our primary -
markets by developing engaging educational products that run on their platforms. Many of these companies have
significantly larger installed bases than we do. In addition, a number of major hardware and software makers
have developed pen-based portable computers like the Tablet PC that could compete with our new FLY Pentop
Computer . Consequently, competitors may include companies like Apple Computer, Inc., Fujitsu Limited,
Hewlett-Packard Company, Microsoft Corporation, Palm, Inc., Sega Corporation and Toshiba.

Our SchoolHouse division competes in the U.S. supplemental educational materials market. We believe the
principal competitive factors affecting the market for our products in the school market are proven educational
effectiveness, brand, features and price. Our SchoolHouse division faces competition in the supplemental
curriculum market from major textbook publishers such as Harcourt (a division of Reed Elsevier), Houghton
Mifflin Company, McGraw-Hiil, Pearson plc and Scholastic Corporation, as well as electronic educational
material and service providers such as Knowledge Adventure, Compass Learning, PLATO Learning, Inc.,
Renaissance Learning and Riverdeep Group ple. In the future, large entertainment companies such as Viacom
International, Inc. and Walt Disney Co. may begin to target the school markets.

For a discussion of the possible effects that competition could have on our business, see “Item 1A—Risk
Factors—If we are unable to compete effectively with existing or new competitors, our sales and market share
could decline.” : , :

Seasonality

LeapFrog’s business is highly seasonal, with our retail customers making a large percentage of all purchases
during the back-to-school and traditional holiday seasons. Our business, being subject to these significant
seasonal fluctuations, generally realizes the majority of our net sales and all of our net income during the third
and fourth calendar quarters. These seasonal purchasing patterns and production lead times cause risk to our
business associated with the under production of popular items and over production of items that do not match
consumer demand. In addition, we have seen our customers managing their inventories more stringently,
requiring us to ship products closer to the time they expect to sell to consumers, increasing our risk to meet the
demand for specific products at peak demand times, or adversely impacting our own mventory levels by the need
to pre-build products to meet the demand.

For more information, see “Item 7—Management’s Discussion and Analysis of Financial C‘ondition and
Result of Operations-—Seasonality and Quarterly Results of Operations” and “Item 1 A—Risk Factors—Our
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business 1s seasonal, and.therefore our an
holiday season:” and “—If we do not ma1‘
product to our customers in sufficient qua
be adversely affected.”

Employees

As of December 31, 2005, we had 8:

provide various services, primarily in connection with our content development. We are not subject to any

collective bargaining agreements and we believe that our relationship with our employees is good. In the first

hment plan with a focus on restoring profitability, strengthening our

quarter of 2005, we announced our realig
infrastructure and business processes, and
a restructuring of our workforce and a red
U.S: Consumer and International segmen
However, the reductjon is partially offset
year as we invested in this division. For i

“TItem 7-——Management’s Discussion and|

Realignment Plan” and “Item 1A—Risk F

(
retain, hire and integrate sufficient qualifi‘

Executive Officers of the Registrant
The following table sets forth inform

" Name

Thomas J. Kalinske
" William B. Chiasson
Kathryn E. Olson
Timothy M. Bender . ............
Jessie Woolley-Wilson

Mark B. Flowers

Madeline T. Schroeder

Robert L. Moon
Michael J. Dodd

*Karen L. Luey

Thomas J. Kalinske has served as our

‘nual operating results depend, in large part, on sales relating to the br1ef

ntain sufficient inventory levels or if we are unable to deliver our
ntities, or if our inventory levels are too high, our operating results will

37 full-time employees. We also retain independent contractors to

|

generating growth. Included in this realignment plan, we committed to

uction of approximately 180 full-time and temporary employees in the

s. In the third quarter of 2005, we completed this workforce reduction. it
by increased headcount in the SchoolHouse division throughout the g
1ore information about our workforce reduction and employees see i
Analysis of Financial Condition and Results of Operations—LeapFrog T
actors—We depend on key personnel, and we may not be able to &
ed.personnel to maintain and expand our business.”

ation with respect-to our executive officers as of February 17, 2006:

Age Position Held
....... 61 Chief Executive Officer and Director
L 53 Chief Financial Officer
N 47 Chief Marketing Officer
. 45 President, Worldwide Consumer Group
. 43 Executive Vice President, President of
Education and Training Group
....... 46 Executive Vice President, Chief
Technology Officer
....... 46 Executive Vice President, Product
Development and Publishing
........ 56 Senior Vice President, Chief Information
Officer
...... 46 Senior Vice President, Supply Cham and
Operations
...... 45 ., Vice President, Controller and Principal

Accounting Officer

that capacity from September 1997 to Mat]‘

and was the Chairman of our board of directors from September 1997 to February 2004. From 1996 to February

company focused on building leading companies in areas relating to education, technology and career
management and the improvement of individual and corporate performance. From 1990 to 1996, he served as
President and Chief Executive Officer of Sega of America. Prior to that, he was President and Chief Executive

Officer of the Universal Matchbox Group

Executive Officer of Mattel, Inc. Mr. Ka]1,‘

America, and in 1997, he was inducted int
Chairman of the board of Spring Group pl

Chief Executive Officer since February 2004 and previously served in
ch 2002, He has served on our board of directors since September 1997

2004, Mr. Kalinske served as the President of Knowledge Universe LLC (now renamed Krest LLC), a private

|
|

from 1987 to 1990. Prior to that, he served as President and Co-Chief
nske has served as Chairman of the Toy Manufacturers Association of
o the Toy Industry Hall of Fame. He is the non-executive Deputy

c, an information technology services company in the United Kingdom.
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Mr. Kalinske is a past board member of the National Education Association Foundation for the Improvement of
Education and of the RAND Education Board. He earned a B.S. from the University of Wisconsin'and an M.B.A.
from the University of Arizona.

William B. Chiasson has served as our Chief Financial Officer since November 2004. Prior to joining us, he
served as Senior Vice President and Chief Financial Officer of Levi Strauss & Co., a marketer of apparel, from
August 1998 to December 2003. From January 1988 to August 1998, Mr. Chiasson served in varying capacities
with Kraft Foods, Inc., a division of Phillip Morris Companies and a manufacturer and seller of branded foods
and beverages, most recently as Senior Vice President, Finance and Information Technology for Kraft Foods,
Inc. From June 1979 to January 1988, Mr. Chiasson served in varying capacities with Baxter Healthcare, most
recently as its Vice President and Controller for the Hospital Group. Mr. Chiasson is a certified public accountant
and received his B.A. from the University of Arizona and his M:B.A. from the University of Southern California.

Kathryn E. Olson has served as our Chief Marketing Officer since November 2004. Prior to joining us, she
served as Vice President of U.S. Consumer Marketing at Wm. Wrigley Jr. Company, a manufacturer and
marketer of quality confectionary products from September 2001 through October 2004. From 1999 to 2001,

Ms. Olson served as Executive Vice President of Marketing at Nordstrom.com. From 1997 to 1999, Ms. Olson.
was the Vice President of Global Marketing, Nutrition and Consumer Sector for Monsanto Life Sciences. Prior to
Monsanto, Ms. Olson held various marketing positions at Quaker Oats Company for a period of ten years,
including two years as Director of Marketing, Gatorade Europe. Ms. Olson received her B.S. from the University
of [llinois and her M.B.A. from the University of Chicago.

Timothy M. Bender has served as our President of Worldwide Consumer Group since January 2002, and
served as our Senior Vice President of Sales and Marketing from July 1999 to December 2001 and as our Senior
Vice President of Sales from November 1997 to June 1999. Prior to joining us, he served as the Director of
National Accounts at Yes! Entertainment Corporation, a toy and entertainment products company, from October
1994 to January 1997, and as Senior Vice President of Sales from February 1997 to October 1997. From 1984
101994, Mr. Bender was at Lego Systems, Inc., and served in various positions including Senior National
Account Manager. Mr. Bender has a B.S. from Bradley University. :

Jessie Woolley-Wilson has served as our Executive Vice President, President of SchoolHouse Group since
December 2004. She joined LeapFrog in June 2003 as the Vice President of Marketing Programs for our
SchoolHouse division and was promoted to Vice President of Marketing for our SchoolHouse division in May
2004. Prior to joining us, she served as Vice President of Marketing, Sales, Training and Business Development
at The College Board, a non-profit membership association that connects students to college success and
opportunity, from 2000 through 2002. From 1996 to 1999, Ms, Woolley-Wilson served as President and General
Manager of Crimson & Brown Associates a professional services company. Ms. Woolley-Wilson received her
B.A. from the University of Virginia and her M.B.A. from Harvard University.

Mark B. Flowers has served as our Executive Vice President, Chief Technology Officer since January 2002.
Previously, he served as our Vice President of Technology from January 2001 to December 2001, and as our
Vice President of Engineering from July 1998 to December 2000. Prior to joining us, Mr. Flowers was Vice
President of Hardware Engineering and a director of Explore Technologies, Inc. from September 1995 until we
acquired substantially all of Explore Technologies’ assets and business in July 1998. He holds several patents in
electronics design and has a B.S. and an M.S. from the Massachusetts Institute of Technology.

Madeline T. Schroeder has served as our Executive Vice President, Product Development and Publishing
since February 2004 and served as our Senior Vice President, Worldwide Publishing Services from June 2002 to
February 2004 and as Vice President, Publishing from April 2001 to June 2002. From 1998 to 2001,

Ms. Schroeder served as an interim operating executive across a variety of industries, including online
syndication, electronic gaming and elder care, including serving as the Chief Executive Officer and President of
Mambo.com, an integrated invitations and payment service. Ms. Schroeder holds a B.A. from the University of
California, Berkeley. :
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Robert L. Moon has served as our Se”mor Vice President, Chief Information Officer since February 2005.
Prior to joining us, he served as Chief Information Officer and Vice President of Global Corporate Information
Systems at Viewsonic Corporation, a glolgal provider of visual display technology products, such as liquid crystal
displays and cathode ray tube monitors, from January 2001 through February 2005. From November 1999 to
December 2000, Mr. Moon served as Senior Vice President of Operations at Unibex, Inc., a business-to-business
e-commerce exchange. Prior to that, froml February 1995 to November 1999, Mr. Moon was the Chief
Information Officer and Vice President at Micros Systems, Inc. a provider of hospitality point of sale and
property management systems. Prior to entering the private sector, Mr. Moon served for 21 years as an officer of
the United States Navy, retiring with the rank of Commander. His last assignment in the Navy was as Chief

Information Officer and Deputy Director :of Operations for the Office of Naval Research in Washington, D.C.,

for which he received the Navy’s Dlstmg%‘nshed Service Medal. Mr. Moon received his B.S. from the United
States Naval Academy and pursued graduate studies at George Washington University in the area of management
of science and technology L

Mzchael J. Dodd has served as our Senior Vice President, Supply Chain and Operations since April 2005. g
Prior to joining us, he co-founded Execut}lve Technology, Inc., a value-added reseller and system integrator of =
information technology products, and served as its Chief Operating Officer from September 2003 through %
April 2005. From May 2002 to September 2003, Mr. Dodd served as Executive Vice President, Chief Marketing
Officer and Chief Operating Officer at Targus Group International, Inc., a provider of mobile personal computers

and wireless accessories. Prior to that, fro”m September 2000 to May 2002 Mr. Dodd was a Vice President,
Operanons at Juniper Networks, Inc., a manufacturer of internal protocol, or IP, routers. From November 1989 to
September 2000, Mr. Dodd served in various capacities at Compaq Computer Corporation, a manufacturer of
personal computers, most recently as Managing Director of operations and strategic procurement for the Presario

personal computer business. Mr. Dodd received his B.B.A. from Texas A&M University.

Karen L. Luey has served as our Vice President, Controller and PrincipaI Accounting Officer since
December 2005. Prior to joining us, Ms. Luey served as Vice President Finance and Corporate Controller of
Sharper Image Corporation, a multi-chan nel specialty retailer of consumer products, from July 2000 to
December 2005. From August 1997 to July 2000, Ms. Luey served as Vice President, Controller with Discovery
Channel Retail, the retail division of Dlscovery Communications, a global media and entertainment company.
From 1990 to August 1997, Ms. Luey seqved in various capacities at Sharper Image Corporation. Ms. Luey

received her B.S. from California State U‘mversny, Hayward.

Available Information

We are subject to the information re guirerxfents of the Securities Exchange Act of 1934, or the Exchange
Act. Therefore, we file periodic reports, p‘;roxy statements and other information with the Securities and
Exchange Commission, or SEC. Such rep‘orts proxy statements and other information may be obtained by
visiting the Public Reference Room of the SEC at 100 F Street, NE, Washington, DC 20549 or by calling the
SEC at 1-800-SEC- 0330, by sending an electromc message to the SEC at publicinfo@sec.gov or by sendmg a
fax to the SEC at 1-202-777-1027. In addltlon the SEC maintains a website (www.sec.gov) that contains reports,

proxy and information statements, and other information regarding issuers that file electronically.

We make our annual report on Form! 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K
and all amendments to such reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act,
available (free of charge) on or through our website located at www.LeapFroginvestor.com, as soon as
reasonably practicable after they are flled]\ with or furnished to the SEC. Information contained on or accessible
through our website is not deemed to be part of this report on Form 10-K.

Item 1A. Risk Factors

Our business and the results of its operations are subject.to many factors, some of which are beyond our control.
The following is a description of some of the risks-and uncertainties that may affect our future financial performance.
. |

1
15

|




If we fail to predict consumer preferences and trends accurately, develop and introduce new products
rapidly or-enhance and extend our existing core products, our sales will suffer.

Sales of our platforms, related software and stand-alone products typ'ically have grown in the periods
following initial introduction, but we expect sales of specific products to decrease as they mature. For example,
net sales of the Classic LeapPad and My First LeapPad in our U.S. Consumer business peaked in 2002 and have
been declining since. Therefore, the introduction of new products and the enhancement and extension of existing
products, through the introduction of additional software or by other means, is critical to our future sales growth.
- To remain competitive, we must continue to develop new technologies and products and enhance existing
technologies and product lines, as well as successfully integrate third-party technology with our own.

The successful development of new products and the enhancement and extension of our current products
will require us to anticipate the needs and preferences of consumers and educators and to forecast market and
technological trends accurately. Consumer preferences, and particularly children’s preferences, are continuously
changing and are difficult to predict. In addition, educational curricula change as states adopt new standards.

In 2005, we introduced a number of new platforms, stand-alone products, interactive books and other
software for each of our three business segments, including our FLY Pentop Computer, which is targeted at an
older age group of consumers than we have focused on in the past, and our Leapster L-MAX handheld for
television-based learning. We cannot assure you that these products will be successful or that other products will
. be introduced or, if introduced, will be successful. The failure to enhance and extend our existing products or to
develop and introduce new products that achieve and sustain market acceptance and produce acceptable margins
would harm our business and operating results. -

Our advertising and promotional activities may not be successful.

Our products ‘are marketed through a diverse spectrum of advertising and promotional programs. Our-ability
to sell product is dependent in part upon the success of such programs. If we do not successfully market our
products, or if media or other advertising or promotional costs increase, these factors could have a mater1a1
adverse effect on our business and results of operations.

If we are unable to compete effectively with existing or new competitors, our sales and market share could
decline. .

We currently compete primarily in the infant and toddler category, preschool category and electronic
learning aids category of the U.S. toy industry and, to some degree, in the overall U.S. and international toy
industry. We believe that we are also beginning to compete, and will increasingly compete in the future, with
makers of popular game platforms and smart mobile devices such as personal digital assistants. OQur SchoolHouse
division competes in the U.S. supplemental educational materials market. Each of these markets is very
competitive and we expect competition to increase in the future. Many of our direct, indirect and potential
competitors have significantly longer operating histories, greater brand recognition and substantially greater
financial, technical and marketing resources than we do. These competitors may be able to respond more rapidly
than we can to changes in consumer requirements or preferences or to new or emerging technologies. They may
also devote greater resources to the development, promotion and sale of their products than we do. We cannot
assure you that we will be able to compete effectively in our markets. '

Our business depends on three retailers that together accounted for approximately 64 % of our
consolidated net sales in 2005, and 80% of the U.S. Consumer segment sales, and our dependence upon a
small group of retailers may increase.

Wal-Mart (including Sam’s Club), Toys “R” Us and Target accounted in the aggregate for approximately
64% of our net sales in 2005. In 2005, sales to Wal-Mart (including Sam’s Club), Toys “R” Us and Target
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accounted for approximately 29%, 20% and 15%, respectively, of our consolidated net sales. We expect that a

small number of large retailers will continHue to account for a significant majority of our sales and that our sales to
these retailers may increase as a percentage of our total sales.

We do not have long-term agreement‘;s with any of our retailers. As a result, agreements with respect to
pricing, shelf space, cooperative advertlsullg or special promotions, among other things, are subject to periodic
negotiation with each retailer. Retailers make no binding long-term commitments to us regarding purchase
volumes and make all purchases by dehvejhng one-time purchase orders. If any of these retailers reduce their

purchases from us, change the terms on which we conduct business with thiem or experience a future downturn in
their business, our business and operating results could be harmed. ‘

Our business is seasonal, and therefore our annual operating results depend, in large part, on sales
relating to the brief holiday season.

Sales of consumer electronics and toy products in the retail channel are highly seasonal, causing the
substantial majority of our sales to retailers to occur during the third and fourth quarters. In 2005, approximately
75% of our total net sales occurred during the latter half of the year. This percentage of total sales may increase
as retailers become more efficient in their‘control of inventory levels through just-in-time inventory management
systems. Generally, retailers time their ,orcnlers so that suppliers like us will fill the orders closer to the time of
purchase by consumers, thereby reducing their need to maintain larger on-hand inventories throughout the year to
meet demand. ’

Failure to predict accurately and respond appropriately to retailer and consumer demand on a timely basis to
meet seasonal fluctuations, or any disruption of consumer buying habits during this key period, would harm our
business and operating results.

If we do not maintain sufficient inventory levels or if we are unable to deliver our product to our
customers in sufficient quantities, or if our retailers’ inventory levels are too high, our operating resuits
will be adversely affected. '

The high degree of seasonality of oui[ business places stringent demands on our inventory forecasting and
production planning processes. If we fail o meet tight shipping schedules, we could damage our relationships

with retailers, increase our shipping costs >or cause sales opportunities to be delayed or lost. In order to be able to

deliver our merchandise on a timely basxs‘ we need to maintain adequate inventory level of the desired products.

If our inventory forecasting and productlo‘[n planning processes result in us manufacturing inventory levels in
excess of the levels demanded by our cust‘omers our operating results could be adversely affected due to
additional inventory write-downs for exce\ss and obsolete inventory. If the inventory of our products held by our

retailers is too high, they will not place orﬁers for additional products, which would unfavorably impact our
future sales and adversely affect our operating results.

We depend on our suppliers for our components and raw materials, and our production or operating

margins would be harmed if these suppllers are not able to meet our demand and alternative sources are
not available. '

Some of the components used to make our products, including our application-specific integrated circuits, or
ASICs, currently come from a single supplier. Additionally, the demand for some components such as liquid
crystal displays, integrated circuits or other electronic components is volatile, which may lead to shortages. If our
suppliers are unable to meet our demand for our components and raw materials and if we are unable to obtain an
alternative source or if the price available|from our current suppliers or an alternative source is prohibitive, our
ability to maintain timely and cost-effectiye production of our products would be seriously harmed and our
operating results would suffer. In addition, as we do not have long-term agreements with our major suppliers,
they may stop manufacturing our components at any time.
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We rely on a limited number of manufacturers, virtually all of which are located in China, to produce our
finished products, and our reputation and operating results could be harmed if they fail to produce quality
products in a timely and cost-effective manner and in sufficient quantities.

We outsource substantially all of our finished goods assembly, using several Asian manufacturers, most of
who manufacture our products at facilities in the Guangdong province in the southeastern region of China. We
depend on these manufacturers to produce sufficient volumes of our finished products in a timely fashion, at
satisfactory quality and cost levels and in accordance with our and our customers’ terms of engagement. If our
manufacturers fail to produce quality finished products on time, at expected cost targets and in sufficient
quantities, our reputation and operating results would suffer. In addition, as we do not have long-term agreements
with our manufacturers, they may stop manufacturing for us at any time, with little or no notice. We may be
unable to manufacture sufficient quantities of our finished products and our business and operating resuits could
be harmed.

Increases in our component or manufacturing costs could reduce our gross margins.

Cost increases for our components or manufacturing services, whether resulting from shortages of materials,
labor or otherwise, including, but not limited to rising cost of materials, transportation, services, labor,
commodity price increases and the impact of foreign currency fluctuations could negatively impact our gross
margins. Because of market condition and other factors, we may not be able to offset any such increased costs by
adjusting the price of our products.

Any errors or defects contained in our products, or our failure to comply with applicable safety standards,
could result in delayed shipments or rejection of our products, damage to our reputation and expose us to
regulatory or other legal action.

We have experienced, and in the future may experience, delays in releasing some models and versions of
our products due to defects or errors in our products. Our products may contain errors or defects after
commercial shipments have begun, which could result in the rejection of our products by our retailers, damage to
our reputation, lost sales, diverted development resources and increased customer service and support costs and
warranty claims, any of which could harm our business. Individuals could sustain injuries from our products, and
we may be subject to claims or lawsuits resulting from such injuries. There is a risk that these claims or liabilities
may exceed, or fall outside the scope of, our insurance coverage. Moreover, we may be unable to retain adequate
liability insurance in the future. We are subject to the Federal Hazardous Substances Act, the Flammable Fabrics
Act, regulation by the Consumer Product Safety Commission, or CPSC, and other similar federal, state and
international rules and regulatory authorities. Our products could be subject to involuntary recalls and other
actions by such authorities. Concerns about potential liability may lead us to recall voluntarily selected products.
Any recalls or post-manufacture repairs of our products could harm our reputation, increase our costs or reduce
our net sales.

We have had significant challenges to our management systems and resources, particularly in our supply
chain and information systems, and as a result we may experience difficulties managing our business.

In recent years, we grew rapidly, both domestically and internationally. We have more than doubled our net
sales from $314.2 million in 2001 and $649.8 million in 2005. During this period, the number of different
products we offered at retail also increased significantly, and we have opened offices in Canada, France, Macau
and Mexico. We now sell our products in over 25 countries. This expansion presented, and continues to present,
significant challenges for our management systems and resources and has resulted in a significant adverse impact
on our operating and financial results. If we fail to improve and maintain management systems and resources
sufficient to keep pace with our business needs, our operating results could continue to suffer.
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We depend on key personnel, and we

personnel to maintain and expand our

Our future success depends partly on

marketing, manufacturing and administra

harm our business. Recruiting and retainir
and integrate qualified employees and cor

There can be no assurance that the memb
company or our growth,

Part of our compensation package in

adversely affect our ability to retain or att
stock-based compensation as an expense t
costs. Changes in compensation packages

retain sufficient qualified personnel.

Our international consumer business m

operations.

We derived approximately 20% of o

are planning to expand our international p
help increase sales of our products outside

ay not be able to hire, retain and integrate sufficient qualified
business.

’ the continued contribution of our key executives, technical, sales,

ive personnel. The loss of services of any of our key personnel could
1g skilled personnel is highly competitive. If we fail to retain, hire, train
tractors, we will not be able to maintain and expand our business.

>rs of our existing management team will be able to manage our

cludes stock and/or stock options. If our stock performs poorly, it may
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ay not succeed and subjects us to risk associated with international N

ur net sales from markets outside the United States in 2005. In 2006, we
roduct offerings and markets. However, these and other efforts may not
the United States, or achieve expected margins.
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Our business is, and will increasingly be, subject to risks associated with conducting business

internationally, including:

developing successful products t

greater difficulty in staffing and

Any difficulty with our international

Our future growth will depend in part

We launched our Education and Trai
the pre-kindergarten through 8th grade sct
SchoolHouse division, which accounts for

has incurred cumulative operating losses.
depend principally on broadening market
factors, including:

teaching practices;

transportation delays and interruj
greater difﬁcﬂlty enforcing intell
complications in complying with
trade protection measures and im
currency conversion risks and cu

limitations, including taxes, on tf;

our ability to demonstrate to deci

hat appeal to the international markets; ‘
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political and economic instability, military conflicts and civil unrest;

managing foreign operations;

rtions;

ectual property rights and weaker laws protecting such rights;

laws in varying jurisdictions and changes in governmental policies;
port or export Iicensing requirements;

ITENCY ﬂuctuationé; and

e repatriation of earnings.

operations could harm our future sales and operating results.

yn our Education and Training group, which may not be successful.

ning group in June 1999 to deliver classroom instructional programs to
100l market and explore adult learning opportunities. To date, the
substantially all of the results of our Education and Training segment,
Sales from our SchoolHouse division’s curriculum-based products will
acceptance of those products, which in turn depends on a number of

sion-makers the usefulness of our products to supplement traditional
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» the willingness of teachers, administrators, parents and students to use products in a classroom setting
from a company that may be perceived as a toy manufacturer;

« the effectiveness of our sales force;

* our ability to generate recurring revenue from existing customers through various marketing channels;
and

« the availability of state and federal government funding to defray, subsidize or pay for the costs of our
products which may be severely limited due to budget shortfalls and other factors.

If we cannot continue to increase market acceptance of our SchoolHouse division’s supplemental
educational products, the division may not be able to sustain its recent operating profits and our future sales
could suffer.

Our intellectual property rights may not prevent our competitors from using our technologies or similar
technologies to develop competing products, which could weaken our competitive position and harm our
operating results.

Our success depends in large part on our proprietary technologies that are used in our learning platforms and
related software. We rely, and plan to continue to rely, on a combination of patents, copyrights, trademarks, trade
secrets, confidentiality provisions and licensing arrangements to establish and protect our proprietary rights. The
contractual arrangements and the other steps we have taken to protect our intellectual property may not prevent
misappropriation of our intellectual property or deter independent third-party development of similar
technologies. The steps we have taken may not prevent unauthorized use of our intellectual property,-particularly
in foreign countries where we do not hold patents or trademarks or where the laws may not protect our
intellectual property as fully as in the United States. Some of our products and product features have limited
intellectual property protection, and, as a consequence, we may not have the legal right to prevent others from
reverse engineering or otherwise copying and using these features in competitive products. In addition,
monitoring the unauthorized use of our intellectual property is costly, and any dispute or other litigation,
regardless of outcome, may be costly and time-consuming and may divert our mianagement and key personnel
from our business operations. However, if we fail to protect or to enforce our intellectual property rights
successfully, our rights could be diminished and our competitive position could suffer, which could harm our
operating results. For additional discussion of litigation related to the protection of our intellectual property, see
“Item 3—Legal Proceedings.—LeapFrog Enterprises, Inc. v. Fisher-Price, Inc. and Mattel, Inc.”

Third parties have claimed, and may claim in the future, that we are infringing their intellectual property
rights, which may cause us to incur significant litigation or licensing expenses or to stop selling some of our
products or using some of our trademarks.

In the course of our business, we periodically receive claims of infringement or otherwise become aware of
potentially relevant patents, copyrights, trademarks or other intellectual property rights held by other parties.
Responding to any infringement claim, regardless of its validity, may be costly and time-consuming, and may
divert our management and key personnel from our business operations. If we, our distributors or. our
manufacturers are adjudged to be infringing the intellectual property rights of any third-party, we or they may be
required to obtain a license to use those rights, which may not be obtainable on reasonable terms, if at all. We
also may be subject to significant damages or injunctions against the development and sale of some of our
products or against the use of a trademark or copyright in the sale of some of our products. Qur insurance may
not cover potential claims of this type or may not be adequate to indemnify us for all the liability that could be
imposed. For more information regarding this see “Item 3—Legal Proceedings—Tinkers & Chance v. LeapFrog
Enterprises, Inc.”
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We are subject to international, federal

costs or changes on the conduct of our hl

We operate in a highly regulated envi

local governmental entities regulate many
products. Such regulations may include ac

I

) state and local laws and regulations that could impose additional
usiness.

ronment in the U.S. and international markets. U.S. federal, state and
aspects-of our business, including products and the importation of

counting standards, taxation requirements, trade restrictions, safety and

other administrative and regulatory restrictions. Compliance with or changes in these and other laws and

regulations could impose additional costs :l

other laws and regulations or changes in th
cause us to change the conduct of our busi

From time to time, we are involved in lit
uncertain and which could entail signifi

We are subject from time to time to r

outcome of these matters is difficult to pred

on the conduct of our business, and failure to comply with these and

ese and other laws and regulations may impose additional costs or
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igation, arbitration or regulatory matters where the outcome is
cant expense.

egulatory investigations, litigation and arbitration disputes. As the
ict, it is possible that the outcomes of any of these matters could have

a material adverse effect on the business. For more information regarding litigation see “Item 3. Legal

Proceedings,” in this report.

Weak economic conditions, armed hosti}ities, terrorism, natural disasters, labor strikes or public health
issues could have a material adverse effect on our business..

U

Weak economic conditions in the U.S. or abroad as a result bf lower consumer spending, lower consumer
confidence, higher inflation, higher commbdlty prices, such as the price of oil, political conditions, natural
disaster labor, strikes or other factors could negatively impact our sales or profitability. Furthermore, armed
hostilities, terrorism, natural disasters, or public health issues, whether in the U.S. or abroad could cause damage
and disruption to our company, our suppliers or our customers or could create political or economic instability,
any of which could have a material adverse impact on our business. Although it is impossible to predict the

consequences of any such events, they cou“
inefficiencies in our supply chain, by maki

or for our manufacturers to deliver produc

Notably, our U.S. distribution centers
Gatos, California engineering office and o
earthquake faults that have experienced eal
existing earthquake insurance relating to o
other operations.

If we are unable to improve our system
future financial results and our manager
our internal controls as required by the

It
1d result in a decrease in demand for our product or create delay or

ng it difficult or impossible for us to deliver products to our customers,
s to us, or suppliers to provide component parts.

including our distribution center in Fontana, California, our Los

ar corporate headquarters are located in California near major
rthquakes in the past. In addition to the factors noted above, our

ur distribution center may be insufficient and does not cover any of our

?f internal controls, we may not be able to accurately report our
ment may not be able to provide its report on the effectiveness of

HSarbanes-Oxley Act.

Our management assessed the effectiveness of our internal control over financial reporting as of December
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31, 2005 and December 31, 2004. The assessment for 2005 identified a material weakness in our internal controls

in our financial statement close process as
weaknesses in our internal controls for the
goods sold and inventory. Discussion of th

“Item 9A. Controls and Procedures” of our[

our 2005 and 2004 financial statements, th
in the process of taking to improve the reli

“of December 31, 2005 and the 2004 assessment identified material
‘area’s of accounts receivable, information technology and cost of

¢ weakness in 2005 and our responsive measures are summarized in
2005 Form 10-K. Although we received an unqualified opinion on

c”e efficacy of the steps.we have taken to date and the steps we are still
£b111ty of our financial statements in the future are subject to continued

management review supported by conflrmatlon and testing by our internal auditors, as well as oversight by the

audit committee of our board of directors.

We cannot be certain that these measures will ensure that
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we implement and maintain adequate controls over our financial processes and reporting in the future. Any
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failure to implement required new or improved controls, or difficulties encountered in their implementation could
harm our operating results or prevent us from accurately reporting our financial results or cause us to fail to meet
our reporting obligations in the future. In addition, we cannot assure you that we will not in the future identify
further material weaknesses in our internal control over financial reporting that we have not discovered to date.
Insufficient internal controls could also cause investors to lose confidence in our reported financial information,
which could result in the decrease of the market price of our Class A common stock.

One stockholder controls a majority of our voting power as well as the composition of our board of
directors. : .

Holders of our Class A common stock will not be able to affect the outcome of any stockholder vote. Our
Class A common stock entitles its holders to one vote per share, and our Class B common stock entitles its
holders to ten votes per share on all matters submitted to a vote of our stockholders. As of December 31, 2005,
Lawrence J. Ellison and entities controlled by him beneficially owned approximately 16.6 million shares of our
Class B common stock, which represents approximately 53% of the combined voting power of our Class A
common stock and Class B common stock. As a result, Mr. Ellison controls all stockholder voting power,
including with respect to:

¢ the composition of our board of directors and, through it, any determination with respect to our business
direction and policies, including the appointment and removal of officers;

* any determinations with respect to mergers, other business combinations, or changes in control;
*  our acquisition or disposition of assets;
* our financing activities; and

« the payment of dividends on our capital stock, subject to the limitations imposed by our credit facility.

This control by Mr. Ellison could depress the market price of our Class A common stock or delay or prevent
a change in control of LeapFrog. '

The limited voting rights of our Class A common stock could negatively affect its attractiveness to
investors and its liquidity and, as a result, its market value.

The holders of our Class A and Class B common stock generally have identical rights, except that holders of
our Class A common stock are entitled to one vote per share and holders of our Class B common stock are
entitled to ten votes per share on all matters to be voted on by stockholders. The holders of our Class B common
stock have various additional voting rights, including the right to approve the issuance of any additional shares of
Class B common stock and any amendment of our certificate of incorporation that adversely affects the rights of
our Class B common stock. The difference in the voting rights of our Class A'common stock and Class B
common stock could diminish the value of our Class A common stock to the extent that investors or any potential
future purchasers of our Class A common stock attribute value to the superior voting or other rights of our Class
B common stock.

Provisions in our charter documents, Delaware law and our credit facility agreement may delay or prevent
an acquisition of our company, which could decrease the value of our Class A common stock.

Our certificate of incorporation and bylaws and Delaware law contain provisions that could make it harder
for a third-party to acquire us without the consent of our board of directors. These provisions include limitations
on actions by our stockholders by written consent and the voting power associated with our Class B common
stock. In addition, our board of directors has the right to issue preferred stock without stockholder approval,
which could be used by our board of directors to affect a rights plan or “poison pill” that could dilute the stock
ownership of a potential hostile acquirer and may have the effect of delaying, discouraging or preventing an
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acquisition of our company. Delaware 1av{v also imposes some restrictions on mergers and other business
combinations between us and any holder of 15% or more of our outstanding voting stock. Although we believe
these provisions provide for an opportunity to receive a higher bid by requiring potential acquirers to negotiate

with our board of directors, these prov181c“)ns apply even if the offer may be considered beneficial by some
stockholders. In addition, under the terms“ of our credit agreement, we may need to seek the written consent of
our lenders of the acquisition of our company

U -

Our stockholders may experience s1gn1ficant addltlonal dilution upon the exerc1se of options or issuance of
stock awards. , ’

|

As of December 31, 2005, there were outstanding awards under our equity incentive plans that could result

" in the issuance of approximately 6.8 IIHHIHOH shares of Class A common stock. To the extent we issue shares upon
the exercise of any of options, performanﬁe -based stock awards or other equity incentive awards issued under our
2002 Equity Incentive Plan, investors in gur Class A common stock will experience additional dilution.

: |
Our stock price could become more volatile and your investment could lose value.
|

All the factors discussed in this sectfpn could affect our stock price. The timing of announcements in the
public markets regarding new products, p\‘roduct enhancements by us or our competitors or any other material
announcements could affect our stock price. Speculation in the media and analyst community, changes in
recommendations or earnings estimates by financial analysts, changes in investors’ or analysts’ valuation
measures for our stock and market trendsjunrelated to our stock can cause the price of our stock to change. A
significant drop in the price of our stock could also expose us to the risk of securities class action lawsuits, which
could result in substantial costs and dlven management’s attention and resources, which could adversely affect
our business.

Item 1B. Unresolved Staff Comments,

Not applicable.

Item 2. Properties.

The table below identiﬁes a list of material property locations that wé currently hold. In addition to these
properties, we have leased properties for administration, sales and operations in Texas, Arkansas, Canada,
England, France, Mexico and China, each of which is less than 10,000 square feet of space, respectively.

Lease

Location

Use

Square Feet

Type of Possession

Expiration Date

Fontana, California Distributﬂlon Center 600,000  Lease 2010
Fontana, California Distribut“ion Center 127,000 Lease 2006
Ontario, California Distribution Center 109,000 Lease 2008
Emeryville, California Headquarters-operations for , ‘
our three business segments 103,000 Lease 2016
Los Gatos, California Engineering, research and
development 19,300  Lease 2007
Hong Kong, China Asian administration and ‘ ™~
o logistics 12,877 ° Lease 2007
Austin, Texas Education and Training ‘ '
‘ operations o 10,000  Lease 2008
New York City, New York Trade sh OWTOO0M 10,000 Lease 2006
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Item 3. Legal Proceedings.

In the ordinary course of our busmess we are from time to time subject to litigation, including the
following:

Tinkeis & Chance v. LeapFrog Enterprises, Inc.

On August 1, 2005, a complaint was filed against us in the eastern federal district court of Texas by
Tinkers & Chance, a Texas partnership. The complaint alleges that we have infringed, and induced others to
infringe, United States Patent No. 6,739,874 by making, selling and/or offering for sale in the United States and/
or importing our LeapPad and Leapster platforms and other unspecified products. Tinkers & Chance seeks
unspecified monetary damages, including triple damages based on its allegation of willful and deliberate
infringement, attorneys’ fees and injunctive relief. On September 23, 2005, we filed a motion to transfer the case
to the Northern District of California and further filed an action against Tinkers-& Chance in the Northern
District of California seeking declaratory relief that our products do not infringe United States Patent
No. 6,739,874. On February 23, 2006, the federal district court in Texas denied our motion to transfer. On
February 28, 2006, Tinkers & Chance filed a motion to amend the original complaint to add a claim that we
infringe United States Patent No. 7,006,786. Discovery has not commenced and no trial date has been set.

LeapFrog Enterprises, Inc. v. Fisher-Price, Inc. and Mattel, Inc.

In October 2003, we filed a complaint in the federal district court of Delaware against Fisher-Price, Inc.,
No. 03-927 GMS, alleging that the Fisher-Price PowerTouch learning system violates United States Patent
No. 5,813,861. In September 2004, Mattel, Inc. was joined as a defendant. We are seeking damages and
injunctive relief. Trial by jury began on May 16, 2005. On May 27, 2003, the district court declared a mistrial
because the jury was unable to reach a unanimous verdict, and the parties stipulated to have the case decided by
the court based on the seven-day trial record. The parties completed post-trial briefing in August 2005. The
parties are awaiting a verdict by the court.

LeapFrog Enterprises, Inc. v. Lexington Insurance Co.

On October 21, 2004, we filed a complaint in the Superior Court of the State of California, County of
Alameda, against Lexington Insurance Co., No. RG04181463, alleging breach of contract and bad faith in
denying us coverage for our costs with respect to patent infringement claims filed against us in three prior
litigations. We are seeking approximately $3.5 million in damages to recover our defense fees and indemnity
payments. A hearing on cross-motions for summary judgment was held on November 3, 2005, and on January 4,
2006, the court granted our motion for summary adjudication on three causes of action.

Stockholder Class Actions

On December 2, 2003, a class action complaint entitled Miller v. LeapFrog Enterprises, Inc., et al.,
No. 03-5421 RMW, was filed in federal district court for the Northern District of California against us and
certain of our current and former officers and directors alleging violations of the Securities Exchange Act of
1934, or 1934 Act. Subsequently, three similar actions were filed in the same court: Weil v. LeapFrog
Enterprises, Inc., et al. ,No. 03-5481 MIJ; Abrams v. LeapFrog Enterprises Inc., et al., No. 03-5486 MIJ; and
Ornelas v. LeapFrog Enterprises, Inc., et al., No. 03-5593 SBA. Each of those complaints purported to be a class
action lawsuit brought on behalf of persons who acquired our Class A common stock during the period of
July 24, 2003 through October 21, 2003, except that the plaintiff in the Weil action sought to maintain a class
action on behalf of persons who acquired our Class A common stock during the longer period of July 24, 2003
through February 10, 2004 and also alleged that our financial statements were false and misleading. The
complaints did not specify the amount of damages sought. On March 31, 2005, the Court entered an order
consolidating these actions, appointing lead plaintiffs, and appointing lead class counsel.
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On April 25, 2005, another class act1o

n complaint entitled The Parnassus Fund et al. v. LeapFrog

Enterprises, Inc., et al., No. 05-01695 JSW was filed in federal district court for the Northern District of

California against us, our current CEQ and
2005, a nearly identical class action compl
No. 05-02279 MIJJ, was filed in federal dis
and Gentry complaints purport to be class

our former CFO alleging violations of the 1934 Act. On June 3,

aint entitled Fredde Gentry et al. v. LeapFrog Enterprises, Inc. et al.,
rict court for the Northern District of California. Both the Parnassus
ictions brought on behalf of persons who acquired LeapFrog securities

during the period of February 11, 2004 thr(ﬁ)ugh October 18, 20_04.'Thé'complaints alleged that the defendants

caused us to make false and misleading sta
common stock, which allowed insiders to s
plaintiffs to purchase our common stock at
amount of damages sought.

On June 17, 2008, lead plaintiffs in the
order filed a consolidated complaint. The d
false and misleading statements about our

‘tements about our business, operations, management and value of our
ell our common stock at artificially inflated prices and which caused
artificially inflated prices. Neither of these complaints specified the

e class actions that were consolidated under the March 31 2005
onsolidated complaint alleged that the defendants caused us to make
business and forecasts about our financial performance, that certain of

our individual officers and directors sold p(‘thions of their stock holdings while in the possession of adverse,

non-public information, and that certain of]

our financial statements were false and misleading. The consolidated

complaint also alleged an expanded class period of July 24, 2003 through October 18, 2004 (thereby including

|

the purported class period of the Parnassus and Gentry complaints), and sought unspecified damages. On

|

May 10, 2005 and June 28, 2003, lead plaintiffs for the Miller, etc. actions also filed notices to relate and

|

consolidate the Parnassus and Geniry actions, respectively, with the original class actions that had been

consolidated by the March 31, 2005 order.
Gentry actions with the cases consolidated

w[In July 2005, the Court entered an order relating the Parnassus and
under the March 31, 2005 consolidation order. On November 23,

2005, the Court entered an order appomtmg the plaintiffs in the Parnassus action as lead plaintiffs. On

January 27, 2006, the lead plaintiffs filed a

n amended and consolidated complaint. The class period and

defendants are identical to that alleged in the complaint filed on June 17, 2005 by the previous lead plaintiffs, and

the substantive allegations are largely the s

ame. By stipulation and order, we are due to respond to the amended

and consolidated complaint on March 27, 2006. Discovery has not commenced and no trial date has been set.

Item 4. Submission of Mattérs to a Vote

No matters were submitted to our stoc

of Security Holders.

kholders during the fourth quarter of our 2005 fiscal year.
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PARTII

Item 5. Market for Reglstrant s Common Eqmty, Related Stockholder Matters and Issuer Purchases of
Equity Secuntles

Market Informanon and Holders

Our Class A common stock is listed on the New York Stock Exchange, or the NYSE, under the symbol
“LF.” There is no estabhshed public trading market for the Class B common stock. On February 17, 2006, there
were approximately 1, 667 holders of record of our Class A common stock and nine holders of record of our
Class B common stock.

The following table sets forth the high and low sales prices per share of our Class A common stock on the
NYSE in each quarter during the last two years. The values stated below are actual high and low sales prices,
inclusive of intra-day tradlng Therefore the 2004 values differ slightly from our prlor year filing, which used end
of day pnces

2005 ‘ ' c ' High Low

FAESt QUATIET ..o oo e $13.85  $10.05
Second quarter ... ...... P $12.10 $ 9.20
Third quarter .......... J e $15.35  $11.13
Fourth quarter ................ PP P ... 81519 81130
2004 _ : . . High Low

First quarter .......... S e i L. %3224 $18.40
Second quarter . . . ... P Y e e i $23.84  $18.40
Third quarter ............... i, e R $22.60 $16.16
Fourth quarter .......... DR e $21.45 $11.50

Dividend Policy )

We have never declared or paid any cash dividends on our capital stock. Our current credit facility prohibits
the payment of cash dividends on our capital stock. We expect to reinvest any future earnings into the business.
Therefore, we do not anticipate paying cash dividends on our common stock in the foreseeable future.
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Item 6. Selected Financial Data

The following selected consolidated financial data for the five years ended December 31, 2005, have been
derived from our consolidated financial statements. The following information is qualified by reference to, and
should be read in conjunction with, “Item|7. Management’s Discussion and Analysis of Financial Condition and
Results of Operations” and the consolidated financial statements and related notes thereto.

For the Year Ended December 31,
2005 2004 2003 2002 2001
(In thousands, except per share data)

Consolidated Statements of Operations] Data:

NEUSAES © v veee e $649,757 $640,289 $680,012  $531,772 $314,243
Grossprofit ........... ... ..., ‘ N 279,636 259,045 340,144 270,041 144,645
Income (loss) from operations . .......J .......... 20,953 (13,983) ° 109,458 71,351 16,435
Net income (loss) ........... PR R $ 17,500 $ (6,528) $ 72,675 $ 43,444 § 9,669
Net income (loss) per common share:
Basic ....... .. $ 028 $ iDH$ 127 $ 109 $ 029
Diluted .......... R PO $ 028 § (OIS 120 $ 08 $ 025
Shares used in calculating net income (loss) per share:
Basic........... ... ..o o oo 61,781 59,976 57,246 39,695 33,449
Diluted ................ ... oot 62,329 59,976 60,548 50,744 38,470
December 31,
2005 2004 ) 2003 2002 2001
(In thousands)

Consolidated Balance Sheet Data:
Cash, cash equivalents, and short-term investments .. $ 72,072 $ 88,747 $112,603 $ 73,327 $§ 8,269

Restrictedcash . ...................0L......... 150 8,418 — — —

Working capital (1) ....................... ... 410,740 376,610 368,456 224,685 117,960
Totalassets ........................ RO 605,829 559,794 552,659 397,682 221,973
Long-term obligations — capital lease ...}......... 570 — — — 61,163
Redeemable convertible Series A preferred stock .. . . — — — — 24,139
Total stockholders’ equity ............L......... 466,323 434,500 415,146 268,798 72,848

(1) Current assets less current liabilities

Item 7. Management’s Discussion and A‘nalysis of Financial Condition and Results of Operation.

Overview -

LeapFrog’s mission is to become the leading brand for quality, technology-based educational products for
home, school and work for all ages aroundithe world. We believe that LeapFrog is in the early stage of

accomplishing this mission. To date, we h%ve established our brand and products largely focused on infants,

toddlers and children in preschool through igrade school and primarily in the U.S. retail market. While we believe

that LeapFrog is, first and foremost, an eduJ"‘cational products company, we use the toy form and price points to
make learning fun and cost-effective. As a result, our sales in our U.S. Consumer and International segments, our

largest business segments, currently are gel‘!%erated in the toy aisles of retailers. We have sold the products of our
Education and Training segment predominantly to educational institutions. ‘

We design, develop and market technology-based educational platforms, related interactive content
research-based curriculum, and stand-alone products for sale to retailers, distributors and schools. We operate
three business segments, which we refer to “as U.S. Consumer, International, and Education and Training. For
further information regarding our three business segments, see Note 20 to our consolidated financial statements
contained in Item 8 of this annual report.
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The market for toy retailers has seen, and continues to see, consolidation. In addition to the traditional
channel of specialty toy retailers, of which Toys “R” Us has become the major player, the mass-market retail
channel has grown in importance. For example, Wal-Mart, Target and a number of regional mass-market retailers
have seen growth in their market shares within the U.S. toy retail market. The mass-market retailers have certain
competitive advantages in the highly seasonal toy market because they have the ability to dedicate a significant
amount of shelf space to toys during the fall holiday season, and then reduce the allocated shelf space for toys
during the rest of the year. In addition, these mass-market retailers have greater financial resources and lower
operating expenses than traditional specialty toy retailers and have driven down pricing and reduced profit
margins for us and other players in the retail toy industry. We anticipate that the toy industry’s dependence on
mass-market retailers will continue to grow. Partially as a result of the influence of the mass-market retailers,
Toys “R” Us conducted a strategic evaluation of its worldwide assets, and in July 2005 was acquired by a private
investment group. On January 9, 2006, Toys “R” Us announced it will close 75 store locations and convert
another 12 locations into Babies “R” Us stores. This restructuring will result in a reduction of the number of
products that Toys “R” Us purchases from us, though the dollar impact is currently unknown.

Our consolidated net sales in 2005 were $649.8 million, an increase of $9.5 million or 1.5% compared to
2004. On a constant currency basis which assumes that foreign currency exchange rates were the same in 2005 as
2004, total company net sales increased 1.5% from 2004 to 2005. Sales growth in our U.S. Consumer segment
was partially offset by sales declines in our International and Education and Training segments. The U.S.
Consumer business grew primarily due to the introduction of our FLY Pentop Computer and related software and
accessories in the third quarter for the October 2005 product launch. In addition, the U.S. Consumer segment
experienced significant demand for our screen-based products including the Leapster L-MAX system, which was
introduced in the third quarter of 2005. These sales increases were partially offset by continuing declines in our
LeapPad family of products in the U.S. Consumer segment.

Our gross margins in 2005 increased by 2.5 percentage points to 43.0% in 2005 from 40.5% in 2004. Gross
margins improved in all segments of the business, particularly in our U.S. Consumer segment. Gross margins
improved in the U.S. Consumer segment primarily due to improved product mix, lower expense for excess and
obsolete inventory and lower freight expenses.

Our selling, general and administrative expenses increased by $5.4 million, or 4.5%, in 2005 compared to
2004. Selling, general and administrative expenses consist primarily of salaries and related employee benefits,
legal fees, marketing expenses, systems costs, rent, office equipment, supplies and professional fees related to
process improvements and Sarbanes-Oxley compliance. The increase was primarily due to higher legal expense
attributable to enforcing our patents, higher consulting and auditing fees resulting from process improvements
and other activities related to compliance with the Sarbanes-Oxley Act, as well as higher employee costs
resulting from restructuring related charges from our LeapFrog realignment plan.

Our research and development expenses decreased by $8.6 million, or 14.2%, in 2005 compared to 2004.
Research and development expenses consist primarily of costs associated with content development, product
development and product engineering. The decrease was primarily due to lower costs for the content and
development of our FLY Pentop Computer product in 2005 than in 2004.

Our advertising expense decreased by $13.2 million, or 15.9%, in 2005 compared to 2004. Advertising
expenses consist primarily of television advertising, cooperative advertising and in-store displays. The decrease
was primarily due to our cost containment efforts, higher advertising costs in 2004 for printing and distribution of
our U.S. Consumer catalogs, and higher 2004 in-store Leapster platform merchandising displays.

Our depreciation and amortization expenses consist primarily of depreciation of fixed assets and capitalized
website development costs and amortization of intangibles. These expenses exclude depreciation of
manufacturing tools and capitalized content development costs, which are classified in cost of sales.
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Our income from operations increase‘d by $34.9 million, from a loss of $14.0 million in 2004, to income of
$21.0 million in 2005. The increase was primarily driven by higher sales in our U.S. Consumer segment, lower
research and development and advertising expenses, partially offset by higher selling, general and administrative

expenses.

In our U.S. Consumer segment, we n‘;larket and sell our products directly to national and regional mass-
market and specialty retailers as well as t(l); other retail stores through sales representatives. Our U.S. Consumer

segment is our most developed business, and is subject to significant seasonal influences, with the substantial

majority of our sales occurring in the thir(% and fourth quarters. Inv2005, this segment represented approximately
74% of our total net sales. Although we are expanding our retail presence by selling our products to bookstores
and electronics and office supply stores, tbe vast majority of our U.S. Consumer sales are to a few large retailers.
Net sales to Wal-Mart (including Sam’s Club), Toys “R” Us and Target accounted for approximately 80% of our
U.S. Consumer segment sales in 2005 compared to 86% in 2004 and 79% in 2003. As a percentage of our
consolidated net sales, combined net sales“ to Wal-Mart (including Sam’s Club), Toys “R” Us and Target
accounted for approximately 64%, 64% and 68% of our consolidated net sales in 2005, 2004 and 2003,
respectively. }

As we ended 2005, inventory levels at our U.S. retailers increased over the prior year, due in part to the
stocking of the FLY Pentop Computer, which was not carried in 2004. We believe overall rétail inventories will
be reduced in 2006, which would unfavorably impact our 2006 sales.

SHol W)

In our International segment, we selljour products outside the United States directly to retailers and through
various distribution and strategic arrangements. We have four direct sales offices in the United Kingdom,
Canada, France and Mexico. We also maintain various distribution and strategic arrangements in countries such
as Australia, Japan, Germany and Korea av:lmong others. The International segment represented approximately
20% of our total net sales in 2005. In 2006, we plan on expanding our language offerings of Leapster and
Leapster L-MAX into French and Spanish‘, which would allow us to introduce new products into several existing
markets. ’

Our Education and Training segment; which is represented almost entirely by our SchoolHouse division,
currently targets the pre-kindergarten thro‘ugh 8th grade school market in the United States, including sales
directly to educational institutions, to teac\her supply stores and through catalogs aimed at educators. The
Education and Training segment represented approximately 6% of our total net sales in 2005. This segment
experienced sales declines partially attributable to transitions in management and attrition of key sales personnel
as a result of an investigation related to a t”ransaction in a large school district. By the end of 2005, we had
installed a new SchoolHouse leadership team, including a new president, vice president of marketing and vice
president of sales. In addition we replaced|approximately 40% of our sales representatives.

LeapFrog Realignment Plan
|

In the first quarter of 2005, we announced a three-pronged company-wide realignment initiative designed to
address the following objectives:

* Restore profitability;
» Strengthen our infrastructure and|business processes; and

« Generate growth,

Key actions to restore profitability included:

* Reduced headcount in our U.S. CPnsumer and International segments by 19% in 2005. The cost to
achieve these. workforce savings was approximately $2.5 million. Beginning in the third quarter of 2005
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we realized the full financial benefit of these workforce reductions, as well as other cost containment
actions. Partially offsetting these cost reductions were investments to improve business processes and to
grow our business. Specifically, we have increased headcount in our SchoolHouse division, and we
invested in technology, process improvements and in the marketing of our new products, including our
FLY Pentop Computer and Leapster L-MAX platform. Overall, our operating expenses declined by
$14.3 million in 2005 compared to 2004, due to the cost reductions in research and development and
advertising, offset by these investments.

Embarked on a strategy to better leverage our assets and investments to improve returns. This includes
leveraging technology across products and platforms; utilizing our content assets and development tools
across divisions; and realizing the global potential of the products from the outset of our product
development planning cycle to minimize development costs and maximize sales and profitability.

Key actions to strengthen our infrastructure and business processes included:

Strengthened the organization with the hiring of new personnel at both the executive and non-executive
levels in our SchoolHouse division and our supply chain, finance and information technology
departments. In January 2006, we also hired a new general manager for our Asian sourcing operations.

Made improvements in our warehousing and distribution capabilities, which have improved our
customer service levels in the United States.

Began a multi-year installation of Oracle 111, our enterprise resource planning, or ERP, system. The first
phase, which included upgrading our financial systems, was completed in the third quarter of 2005. In
addition to improving the quality and timeliness of the information available to make decisions; the
upgraded financial systems helped remediate certain internal control issues identified and discussed in
our 2004 Form 10-K. The second phase of the Oracle 11i implementation will be to improve our supply
chain system. Planning has begun for this phase and implementation will begin in 2006. :

Installed an integrated three-year strategic planning process driven at the senior levels of the
organization and accompanied by additional metrics, controls and monthly operating reviews. We have
completed our first three-year strategic plan under this new process.

Delivered new products to the market on time and meeting expectations. Both the Leapster L-MAX
system and the FLY Pentop Computer were shipped to our retailers on our original time.line and at
gross margins equal to our original plan.

Implemented core teams organized around the four main product categories of the business, which are
book-based platforms, screen-based platforms, FLY Pentop Computer platform and stand-alone
products. These cross-functional teams are helping us maximize growth opportunities, reduce
development time and expense, and deliver products to market on time and on budget.

Key actions to generate growth included:

Implemented an integrated three-year strategic planning process which provides for directing
investments toward high growth and profitable business priorities.

Introduced the Leapster L-MAX in the third quarter, and in the fourth quarter introduced our FLY
Pentop Computer each primarily to the U.S. Consumer market. While it is too soon to know the long-
term prospects for these products, sales of these products have resulted in incremental revenues for
2005. In addition, in 2006 we plan on expanding our language offerings in our screen-based products to
include French and Spanish. We believe that by continuing to develop and introduce technology
platforms for new and broader markets, we will be able to grow our business over the long term.

Although we have made significant progress in restoring profitability and improving business processes,
there remains work to be completed and additional actions need to be taken to further strengthen our
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infrastructure and business processes. We
SchoolHouse and International operanon

|
S

that U.S. retailers will want to reduce thelr inventories, which would negatively impact our sales. Nonetheless,
we are managing the business for the long-term, investing in process improvements and research and
development that should lead to improved profitability over the long-term.

Critical Accounting Policies, Judgments and Estimates

Our management’s discussion and analysis of our financial condition and results of operations is based upon

our consolidated financial statements, wﬂ}[i

generally accepted in the United States. The preparation of these financial statements requires us to make
estimates and assumptions that affect thejreported amounts of assets, liabilities, revenues, expenses and reported
disclosures. On an on-going basis, we evaluate our estimates, including those related to revenue recognition,
tory valuation, intangible assets and stock-based compensation. We

e and on complex and subjective judgments often resulting from

allowances for accounts receivable, inven
base our estimates on historical experienc
determining estimates about the impact of

form the basis for making judgments abolit the carrying values of assets and liabilities that are not readily

apparent from other sources. Actual resul
conditions.

L

Qur significant accounting policies are described in Note 2 to our consolidated financial statements. Certain
accounting policies are particularly important to the portrayal of our financial position and results of operations
and require the application of significant judgment by our management. We believe the following critical
nt in affecting judgments and estimates used in the preparation of our

accounting policies are the most significal
consolidated financial statements.

Revenue Recognition

We recognize revenue when product
significant post-delivery obligations to the

[

gross sales less negotiated price allowances based primarily on volume purchasing levels, estimated returns,

I

allowances for defective products, markdowns and other sales allowances for customer promotions. A small
portion of our revenue related to training and subscriptions is deferred and recognized as revenue over a period of
one to 18 months. We deferred less than 1”% of net sales in 2005, 2004 and 2003.

Allowances for Accounts Receivable

We reduce accounts receivable by an
allowance is an estimate based primarily o
past collection history and aging of the acc
customers deteriorates, resulting in impair‘
required.

We provide estimated allowances for
sales in the same period that we record the
information for existing products. For new

terms for product returns and our experienc
experience and adjust our allowances as ap
chargebacks, promotions and defective pro
required. Historically, our estimated allowz

defectives have been adequate to cover act

s are shipped and title passes to the customer provided that there are no

particularly need to make improvements that will restore growth to our
and enhance our total supply chain operations. In addition, we expect

ch have been prepared in accordance with accounting principles

events and conditions that are inherently uncertain. These estimates

PARCIRLLLOE

s may differ from these estimates under different assumptions or

|

customer and collection is reasonably assured. Net sales represent

allowance for amounts we believe will become uncollectible. This

n our management’s evaluation of the customer’s financial condition, .
ounts receivable balances. If the financial condition of any of our
ment of its ability to make payments, additional allowances may be

product returns, chargebacks, promotions and defectives on product
related revenue. We estimate our allowances by utilizing historical
 products, we estimate our allowances for product returns on specific
ce with similar products. We continually assess our historical
propriate, and consider other known factors. If actual product returns,
“ducts are greater than our estimates, additional allowances may be
ances for accounts receivables, returns, chargebacks, promotions and
ual charges.

31




We disclose our allowances for doubtful accounts on the face of the balance sheet. Our other receivable
allowances include allowances for product returns, chargebacks, defective products and promotional markdowns.
These other-allowances totaled $44.4 million and $45.8 million at December 31, 2005 and 2004 respectively. The
decrease in other receivable allowances was primarily due to lower allowance for price corrections, offset by
higher promotional allowances. These allowances are recorded as reductions of gross accounts receivable.

Inventory Valuation

Inventories are stated at the lower of cost, on a first-in, first-out basis, or market value. Our estimate of an
allowance for slow-moving, excess and obsolete inventories is based on our management’s review of on hand
inventories compared to their estimated future usage, demand for our products, anticipated product selling prices
and products planned for discontinuation. If actual future usage, demand for our products and anticipated product
selling prices are less favorable than those projected by our management, additional inventory write-downs may
be required. Management monitors these estimates on a quarterly basis. When considered necessary,
management makes additional adjustments to reduce inventory to its net realizable value, with corresponding
increases to cost of goods sold. Allowances for excess and obsolete inventory were $24.2 million and $17.4
million in 2005 and 2004, respectively, and are recorded as a reduction of gross inventories.

Valuation of work-in-process inventory is an estimation of our liability for products in production at the end
of each fiscal period. This estimation is based upon normal production lead-times for products we have
scheduled to receive in subsequent periods, plus a valuation of products we specifically know are either
completed or delayed in production beyond the normal lead-time flow. To the extent that actual work-in-process
differs from the Company’s estimates, inventory and accounts payable may need to be adjusted.

Intangible Assets

Intangible assets includes the excess purchase price over the cost of net assets acquired, or goodwill.
Goodwill arose from our September 23, 1997 acquisition of substantially all the assets and business of our
predecessor, LeapFrog RBT, and our acquisition of substantially all the assets of Explore Technologies on
July 22, 1998. Our intangible assets had a net balance of $27.6 million and $29.5 million at December 31, 2005
and 2004, respectively and is allocated to our U.S. Consumer segment Pursuant to Statement of Financial
Accounting Standards No. 142, “Goodwill and Other Intangible Assets” (SFAS 142), goodwill and other
intangibles with indefinite lives are tested for impairment at least annually. At December 31, 2005 and 2004, we
had $19.5 million of goodwill and other intangible assets with indefinité lives. We tested our goodwill and other
intangible assets with indefinite lives for impairment during the fourth quarter by comparing their carrying values
to their estimated fair values. As a result of this assessment, we determined that no adjustments were necessary to
the stated values.

Intangible assets with other than indefinite lives include patents, trademarks and licenses, one of which is a
ten-year technology license agreement entered into in January 2004 to jointly develop and customize our optical
scanning technology. The determination of related useful lives and whether the intangible assets are impaired
involves significant judgment. Changes in strategy or market conditions could significantly impact these
judgments and require that adjustments be recorded to asset balances. We review intangible assets, as well as
other long-lived assets, for impairment at least annually or whenever events or circumstances indicate that the
carrying value may not be fully recoverable.

Stock-Based Compehsation

-Our stock-based compensation programs include stock awards, restricted stock units, performance-based
equity awards and employee and non-employee stock options. For stock awards and restricted stock units, the
market value of the awards at the time of grant is recorded in “Deferred Compensation” and is amortized to
compensation expense on a straight-line basis over the vesting period. The vesting petiods are generally three
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and four years, respectively. The costs of performance-based equity awards are accrued based on achieving

pre-established financial measures. Stock-based compensation arrangements to non-employees are accounted for

using a fair value approach. The compen”

the vesting terms. We also grant stock op
exercise price generally equal to the fair
method to account for stock options. Acc
grants whose exercise price is less than t

We recorded $11.7 million and $1.5
new awards under our stock-based comp

million of expense for stock-based compensation in 2005, 2004 and 2003, respectively. /
Income Taxes )
We account for income taxes using wthe liability method. Under this method, deferred tax assets and %
liabilities are determined based on differences between financial reporting and tax bases of assets and liabilities =
and are measured using enacted tax rates|and laws that will be in effect when the differences are expected to g

) o . \ .
reverse. Valuation allowances are provided when it is more likely than not that all or a portion of a deferred tax
asset will not be realized. In determining[twhether a valuation allowance is warranted, we take into account such

factors as prior earnings history, expectec”l future earnings, carryback and carryforward periods, and tax strategies

that could potentially enhance the likelib

Our financial statements include suf
examination of federal, state or intematio‘
income tax liabilities may be adjusted if t

. . |
audits or other factors, which may cause I
probable future assessments may differ fr;

the effective tax rate in the year of resolut

Results of Operations

The following table sets forth selecte
net sales for the periods indicated:

Netsales . ......ooiii .
Cost of sales

Gross profit
Operating expenses:

Selling, general and administrativ

Research and development . . .
Advertising .. ...... .0 L
Depreciation and amortization

Total operating expenses

Income (loss) from operations .. ..
Interest and other income, net . ...

Income (loss) before provision for income taxes

(Benefit) provision for income taxes

Net income (loss)

sation costs of these arrangements are subject to re-measurement over
value of the shares on the date of grant. We use the intrinsic value

he fair value of the shares on the date of the grant.

ensation programs. We recognized $2.7 million, $2.1 million and $2.2

tions to certain of our employees for a fixed number of shares with an

ordingly, compensation expense is only recorded for those stock option

million in 2005 and 2004, respectively, of deferred compensation for

od of realization of a deferred tax asset.

ficient accruals for probable future assessments that may result from the
nal tax returns, Our tax accruals, tax provision, deferred tax assets or
here are changes in circumstances, such as changes in tax law, tax
management to revise its estimates. The amounts ultimately paid on any
om the amounts accrued and may result in an increase or reduction to
ion. -

d information concerning our results of operations as a percentage of

Year Ended December 31,
2005 2004 2003
............................... 100.0% 100.0% 100.0%
T 570 595 500
ﬂ ............................... 430 405 500
§

............................ 194 189 135
o 8.1 9.5 8.5
T 108 130 108
I 16 12 11
............................... 399 - 426 339
............................... 31 (22) 161
................................ 04 02 0.9

...................... 35 (1.9) 170
............................... 10 (09 63
................................ 25% (1.0)% 10.7%




Twelve Months Ended December 31, 2005 Compared To Twelve Months Ended December 31, 2004

Net Sales

Net sales increased by $9.5 million, or 1.5%, from $640.3 million in 2004 to $649.8 million in 2005. On a
constant currency basis, which assumes that foreign currency exchange rates were the same in 2005 as 2004, total
company net sales increased 1.5% from 2004 to 2005.

Net sales for each segment and its percentage of total company net sales were as follows:

Year Ended December 31,
2005 2004 Change
% of % of
Total Total
Company Company

Segment $(1) Net Sales $(1) Net Sales $(1) . i
U.S.Consumer .............. S $478.3 74% - $431.9 67% $464 11%
International ..................... 131.2 20% 153.2 24% (22.00 (4%
Education and Training . ............ . 403 _ 6% 552 . 0 9% (149 (1%
Total Company .................. $649.8 100% $640.3 100% $ 9.5 1.5%

(1) In millions.

U.S. Consumer. Our U.S. Consumer segment’s net sales increased by $46.4 million, or 11%, from $431.9
million in 2004 to $478.3 million in 2005. In our U.S. Consumer segment, net sales of platform, software and
stand-alone products in dollars and as a percentage of the segment’s total net sales were as follows:

Net Sales . % of Total
Year Ended ’ Year Ended
December 31, ~ Change December 31,
2005(1) 2004(1) $(1) __Zo_ _2% ﬂ‘l
Platform .. ....... .. ... $196.2 $173.7 $22.5 13.1% 41.0% 40.2%
Software .......... ... .. . ... 145.7 128.9 16.8 13.1% 305% 299%
Stand-alone ... 1364 1293 71 56% 285% 29.9%
Total US. Consumer Net Sales .............. $478.3 $431.9 $46.4 10.8% 100% 100%

(1) In millions.

The net sales increase in this segment year-over-year was primarily a result of the following factors:

+ Introduction of our FLY Pentop Computer and related software and accessories, which began shipping
to retail customers in the third quarter of 2005 for our October 2005 product launch.

e Introduction of our Leapster L-MAX system in the third quarter which added to the increased demand
for our screen-based platforms and related software products. In total sales of our screen-based products
more than doubled.

. Higher demand for our stand-alone products, specifically for our Fridge Phonics and Alphabet Pal
products. :

These factors were partially offset by continued decline in sales of our LeapPad family of products. -

International. Our International segment’s net sales decreaséd by $22.0 million, or 14 %, from $153.2
million in 2004 to $131.2 million in 2005. On a constant currency basis, net sales decreased 14% from 2004 to
2005.
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The net sales decrease in our Intematlonal segment was primarily due to a significant decrease in our United
Kingdom and Canadian markets. Factors driving this decline were:

*  Lower demand for our LeapPad family of products.

Weak sales forecasting and inventory producuon planning processes, which caused a few key items to
be out of stock in the thrrd and fourth quarters of 2005, resultmg in lost sales

* Increased competmon in our S(]l:reen based platforms.
\
These negative factors were partiallly offset by sales, growth in Mexico, Spain and France.

Education and Training. Our Educatron and Trammg segment’s net sales decreased by $14.9 million, or

27.0% from $55.2 million in 2004 to $4$|) .3 million in 2005. Our Education and Training segment’s net sales
decline was primarily a result of the following factors:

* Transition in management and attrition of key sales personnel due t0 an mvestrgauon related to a
' transaction in a large school dlsmct '

Lengthened sales cycle as we pursue orders involving larger installations whrch require additional
district and some state level appwrovals

Release of federal funds to districts later in 2005 compared to 2004 in several key states.

By the end of 2005, we completed 1rlrstallati0n of a new leadership team, including a new SchoolHouse
division president, vice president of marketing and vice presrdent of sales. In addrtron we have replaced

approximately 40% of our direct sales forlce

|

Gross Profit

The gross profit in dollars for each segment and the related gross profit percentage of segment net sales
were as follows: | ‘

Year Ended December 31, _
2005 " 2004 " Change

] % of " % of

} Segment’s Segment’s
Segment & $(1) . Net Sales $1) Net Sales $(1) ‘ i
US.Consumer ................. .. $1938 40.5%  $158.4 36.7% $35.4 22%
International ......... e e 59.5 453% 656 42 8% 6.1 OO%
Education and Training . .......... . 263 65.3% 35.1 63.5% 8.7 5%
Total Company ................ L. $2796 0 430% $259.0 405%  $20.6 8%

(1) In mrlhons
U.S. Consumer. The 3.8 percentage point increase in our U.S. Consumer segment’s gross profit percentage
year-over-year was primarily the result of the following:

» Shipments to retail customers in the third and fourth quarters of our FL'Y Pentop Computer and related
software and accessories, which have relatively strong margins.

Reduced sales allowances in 2005 compared to 2004 when customers received allowances to offset

operational issues encountered dur ng the start up of our new distribution facility in the third qiarter of
2004.

Lower freight costs in 2005 compared to 2004 when costs were incrementally higher due to the use of
air freight to address certain transition issues into our Fontana warehouse in the third quarter.
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* Lower expense for excess and obsolete inventory compared to 2004 when we had h1gher expense
primarily refated to raw materials at the factories and slow moving products A

These factors were partially offset by increased sales throughout 2005 of our screen-based platforms, which
have lower margins, and price reductions on our older platforms.

International. The 2.5 percentage point increase in our International segment’s gross profit percentage year-
over-year was primarily due to favorable product mix and lower freight, warehouse and royalty expenses.

Education and Training. The 1.8 percentage point increase in our Education and Training segment’s gross
profit percentage year-over-year was primarily due to favorable product mix and lower freight, warehouse and
amortization of content and Vldeo expenses.

Selling, General and Administrative Expenses
The selling, general and administrative expenses in dollars for each segment and the related percentage of
- our total net sales were as follows:

Year Ended December 31,

2005 2004 Change
% of % of
Total ~ Total
‘ . Segment’s Segment’s

Segment ' ; $(1) Net Sales $(1) Net Sales $(1) _%_
US.Consumer..................... $ 90.0 188% $829  192% $7.0 9%
International ....................... 14.7 11.2% 17.1 11.2% 2.4) (1H%
Education and Training .............. 21.5 53.4% 20.8 37.6% 0.8 4%

Total Company ................... $126.2 194%  $120.8 189% $54 5%

(1) In millions.

We record all indirect expenses in our U.S. Consumer segment and do not allocate these expenses to our
International and Education and Training segments.

~ The $5.4 million increase year-over-year in selling, general and administrative expenses was primarily due
to the following factors affecting our U.S. Consumer segment:

« Higher legal expense of approximately $3.2 million primarily attributable to enforcing our patents.
» External support costs of approximately $2.8 million primarily related to process improvements within
our supply chain operation.

» Higher employee costs resulting from restructuring related charges from our LeapFrog realignment plan
announced during the first quarter of 2005. During 2005, we incurred appr0x1mately $2.5 million of

expense due to the workforce reduction.

*  Higher consulting and auditing fees of $2.2 million, which primarily include expenses resulting from
compliance with the Sarbanes-Oxley Act internal control requirements.

These factors were partially offset by our cost containment efforts, especially in the U.S. Consumer and
International segments.
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Research and Development Expenses -

|

The research and development expenses in dollars for each segment and the related percentage of our total
net sales were as follows:

Year Ended December 31,
2005 2004 Change
. % of Total % of Total
i Segment’s Segment’s ‘

Segment $(1). Net Sales 81 Net Sales $(1) _%_ .
U.S. Consumer .......... [N R $46.3 9.7% $54.3 126%  $38.0) (15%
International .......... T Cee s 2.7 2.0% - 3.7 2.4% (1.1) (29%
Education and Training ............... 34. 8.5% 3.0 5.4% 0.4 15%
Total Company ..............J..... $52.4 8.1% $61.0 95% $B8.6) (14%

(1) In millions.

=
23

We classify research and development expenses into two categories, product development and content
development. Product development expense reflects the costs related to the conceptual design, engineering and
testing stages of our platforms -and stand-alone products. Content development expense reflects the costs related

. . |
to the conceptual, design and testing stages of our software and books. These expenses were as follows:

(1) In millions.

decreased spending in our U.S. Consumer

Year Ended December 31,
2005 2004 Change
% of % of
) $(1) Net Sales - $(1) Net Sales  $(1) ﬁ_
Content development ......... . $26.1 4.0%  $32.0 50  $(59) (18)%
Product development .......... 1Y 26.3 4.0% 29.0 45% . Q27 D%
Research and development . ... .| ... $52.4 8.1%  $61.0 9.5% $8.6) (14)%

The $8.6 million decrease in year-over-year spending for research and development was primarily due to

 segment for our FLY Pentop Computer platform.

Advertising Expense
The advertising expenses in dollars for each segment and the related percentage of our total net sales were
as follows: ’ ’ '
Year Ended December 31,
2005 2004 Change

% of Total % of Total

Segment’s Segment’s
Segment $(1) Net Sales $(1) Net Sales $(1) ﬁ
US. Consumer ................. T 11.0%  $63.2 14.6%  $(10.7) (1N%
International ............... RN 17.0 13.0% 19.6 12.8% 2.6) (13)%
Education and Training .......... NN 0.5 1.1% 0.4 - 0.7% 0.1 25%
Total Company ................ . %700 10.8%  $83.2 13.0% $(132) (16)%

(1) In millions.
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The $13.2 million decrease in year-over-year advertising expense was primarily related to:

*  Cost containment efforts.

* Reduced spending in our U.S. Consumer segment on in-store display units and merchandising, and the
elimination of our mail-order catalog costs.

Depreciation and Amortization Expenses (excluding depreciation of tooling and amortization of content
development costs, which are included in cost of sales)

' Depreciation and am:ortization expenses increased year-over-year by $2.2 million, or 27%, from $8.0
million in 2004, to $10.1 million in 2005. As a percentage of net sales, depreciation and amortization expense
increased from 1.2% in 2004 to 1.6% in 2005. The increase in depreciation and amortization expense was
primarily due to higher depreciation expense for computers, capitalized software and leasehold improvements.

Income (Loss) From Operations

Income (loss) from operations in dollars and the related percentage of segment net sales were as follows:

Year Ended December 31,

2005 ) 2004 Change
% of % of ’
Segment’s Segment’s

Segment i 16 8) Net Sales $(1) Net Sales $(1) . _z_
US.Consumer ...............o... $4.9 (1.0)% $(49.8) (11.5% $449 90%
International ....................... 24.9 19.0% 24.9 16.3% 0.0 0%
Education and Training .............. 0.9 2.3% 10.9 19.8% (10.0) (92)%
Total Company .................... $20.9 32%  $(14.0) (2.2)% $ 34.9

(1) In millions.

We record indirect expenses in our U.S. Consumer segment and do not allocate these expenses to our
International and Education and Training segments.

U.S. Consumer. The lower year-over-year loss from operations in our U.S. Consumer segment was
primarily due to higher sales and stronger gross margins, as well as lower operating expenses.

International. The year-over-year operating income increase in our Internationai segment was primarily due
to lower operating expenses, partially offset by reduced sales.

Education and Training. The year-over-year operating income decrease in our Education and Training
segment was due to lower sales and higher operating expenses, primarily due to increased headcount in 2005

compared to 2004.

Other

Net Interest Income and Other (Expense)} Income, net. Net interest income increased by $1.7 million from
$1.7 million in 2004 to $3.4 million in 2005. This increase was due to higher interest rates in 2005 on invested

balances.

Tax Rate. Qur effective tax rate for the year ended December 31, 2005 is 26.5% as compared to 47.6% in
2004. The change in effective tax rate was due to the mix of United States and international pre-tax income in
2005 as compared to 2004, higher research and development tax credits in 2005 and higher exempt interest
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income in 2005, partially offset by reduc‘Fd benefits from our international sourcing operations in 2005. In 2005,
we reported a pre-tax loss from our United States operations of $1,297 and a pre-tax income from our

international operations of $25,094. In 2004 we reported a pre-tax loss from United States operations of $13,514

|
and a pre-tax income from our internatio;

sufficient income or implement effective

our deferred tax assets, such as these tax

Net Income (Loss)

Net income (loss) improved by $24
in 2005 due to increased net sales, lower
sales, net income increased from a loss o

nal operations of $1,057. In the event we are unable to generate

tax planning strategies, we would not be able to realize the benefit of
credits, and our effective tax rate would increase.

0 million from a loss of $6.5 million in 2004 to income of $17.5 million
operating expenses and higher interest income. As a percentage of net
f 1.0% in 2004 to a gain of 2.5% in 2005.

Twelve Months Ended December 31, %004 Compared To Twelve Months Ended December 31, 2003

’

Net Sales

Net sales decreased by-$39.7 millio
constant currency basis, which assumes t

1, or 6%, from $680.0 million in 2003 to $640.3 million in 2004. On a
hat foreign currency exchange rates were the same in 2004 as 2003, total

company net sales decreased 7% from 2003 to 2004.

Net sales for each segment and its p

ercentage of total company net sales were as follows:

Year Ended December 31,
2004 2003 Change
% of % of
Total Total
Company Company

Segment $(1) Net Sales $(1) Net Sales (1 ﬁ’_
U.S. Consumer ........... Lol 84319 67%  $546.0 0% $(114.1) QL%
International ................. ‘ c. 153.2 24% 96.6 14% 56.6 59%
Education and Training . ........ ” .. 55.2 _2% 37.5 _~§% 17.8 47%
Total Company .............. | $6403  100%  $680.0 100% $ (39.7) (6)%

(1) In millions.

U.S. Consumer. Our U.S. Consumer segment’s net sales decreased by $114.1 or 21% from $546.0 million in

2003 to $431.9 million in 2004. In our U

”S. Consumer segment, net sales of platform, software and stand-alone

products in dollars and as a percentage of the segment’s total net sales were as follows:

Platform ........... ..o ..
Software ........... o

Stand-alone ..... e e e e :

Total U.S. Consumer Net Sales . . . . ..

(1) In millions.

Net Sales % of Total
Year Ended Year Ended
December 31, Change December 31,
2004(1) 2003(1) $(1) _%_ 2004 2003
............ $173.7 $2329 $ (59.2) (25)% 40.2% 42.7%
........... 128.9 175.9 47.0) @2@NH% 299% 32.2%
........... 1293 1372 19)  (6)% 299% 25.1%
........... $431.9 $546.0 $(114.1) (21)% 100.0% 100.0%
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The net sales decrease in this segment year-over-year was primarily a result of the following factors:

» Lower sales of our more established platforms and related software, primarily the Classic LeapPad
system, and to a lesser extent, our My First LeapPad and Quantum LeapPad systems. Th1s was partially
offset by higher sales of Leapster and LittleTouch LeapPad platforms and software.

» Retailers were reluctant to take on additional inventory and were lowering their inventory levels
throughout 2004. We estimate that retailers reduced their inventory levels of our products by
approximately $30 million, based on wholesale prices, by the end of 2004 from year end 2003 levels.

*  Price reductions on some of our LeapPad family of platforms and higher sales allowances.

+  Weaker holiday toy sales in the United States.

International. Our International segment’s net sales increased by $56.6 million, or 59%, from $96.6 million
in 2003 to $153.2 million in 2004. On a constant currency basis, net sales increased 47% from 2003 to 2004. The
favorable currency impact was due to the strength of the Canadian dollar and the British pound, and to a lesser
extent, the Euro. The increase in our International segment was primarily due to:

*  Higher sales in the United Kingdom and Canada, and to a lesser extent, increased sales in France.
Increases were primarily due to greater market penetration resulting from more localized products and
increased brand awareness.

* Higher sales to distributors. Sales increased in Australia due to an effective marketing campaign
conducted by our distributor, which resulted in increased shelf space and brand awareness, and in 2004,
we entered into the German-language market in Europe.

* A decrease in sales to Korea due to the termination of our relationship with our primary distributor,
which partially offset sales gains.

Despite the large increase in sales in our International segment in 2004, we experienced a slowdown in
LeapPad platform sales by our major customers in Canada and the United Kingdom during the fourth quarter of
2004. This trend indicated that LeapPad platform sales are maturing in these countries.

Education and Training. Our Education and Training segment’s net sales increased by $17.8 million, or
47% from $37.5 million in 2003 to $55.2 million in 2004. Our SchoolHouse division accounts for substantially
all of the results of our Education and Training segment. The increase in net sales in this segment was primarily
due to larger orders resulting from the continued market penetration of this segment’s flagship product, the
LeapTrack learning system. In addition, our SchoolHouse division experienced strong sales of our interactive
content library resulting from successful direct marketing promotions, an overall expansion of a dedicated sales
force, and increased product offerings and brand awareness.

Gross Profit
The gross profit in dollars for each segment and the related gross profit percentage of segment net sales
were as follows:

Year Ended December 31,
2004 2003 Change
% of . % of
‘ Segment’s Segment’s

Segment . $(1) Net Sales (1) Net Sales $(1) %o
US.Consumer ................... $158.4 36.7%  $266.1 487%  $(107.7) (40)%
International ..................... 65.6 42.8% 51.4 53.2% 142 28%
Education and Training ............ 351 63.5% 22.7 60.5% 124 55%
Total Company ................. $259.0 40.5%  $340.1 500% $ (81.1) (2%

(1) In millions.
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U.S. Consumer. The 12.0 percentage} point decrease in our U.S. Consumer segment’s gross profit percentage
year-over-year was primarily the result of|the following:

» Lower sales of products that carried a relatively high margin, such as LeapPad software and hardware,
offset by growing sales in new, lkwer margin products, such as the Leapster product line. We were
seeking to build a large base of &mtalled Leapster platform users that would lead to the sale of higher
margin Leapster software. We es“tlmated that the impact of this unfavorable product mix contributed to a

five percentage point decline in the gross profit percentage in 2004 versus 2003.

* Higher charges for excess and oleolete inventory of $14.6 million over 2003. Inventory reserves
increased due to obsolete and defective inventory comprised of raw materials and discontinued finished
goods. The increase in reserves was due, at least in part, to significantly lower sales in the fourth quarter
versus expectation for products t‘([) be discontinued in 2005. The increase in excess and obsolete
inventories resulted in three perclantage points of the decline in gross profit percentage in 2004 versus

2003 g

» Higher fixed expenses, in dollars and as a percentage of net sales, including higher warehousing and =

freight resulting from higher mventory levels, and higher depreciation of capitalized tooling expenses
resulting from tooling write-offs \assoc1ated with discontinued products. Increased expenses were
primarily attributed to operating 1neff101en01es incurred at our new distribution facility in Fontana,

|

l
California. We estimated that theuse expenses contributed two percentage points of the decline in gross ,k

profit percentage in 2004 versus 2003

*  Price reductions on our estabhshéd platforms, primarily our Classic LeapPad, which was implemented
to drive future sales of these platforrns and their related software products. We estimated that these price

reductions resulted in one percenHtage point of the decline in gross profit percentage in 2004.

* Higher sales allowances granted t to customers due to operational issues encountered during the start up
of our new distribution facility. We estimated that these allowances resulted in one percentage point of

the decline in gross profit percenf age in 2004,

|

i

International. The 10.4 percentage p faint decrease in our International segment’s gross profit percentage
year-over-year was primarily due to:

» A higher percentage of sales denJ ed from lower margin platforms.
¢ Larger mix of lower margin sales to distributors as compared to higher-margin sales direct to retailers.

« Higher fixed expenses, incbluding‘ warehousing and freight expenses resulting from higher levels of
inventory. ‘

Education and Training. The three p?rcentage point increase in our Education and Training segment’s gross
profit percentage year-over-year was prlmarlly due to better net sales leverage achieved as the segment’s fixed
expenses represent a lower percentage of those sales, partially offset by lower margin ancillary services sold in

conjunction with the LeapTrack learning s‘ystem.
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Selling, General and Administrative Expenses

The selling, general and administrative expenses in dollars for each segment and the related percentage of
our total net sales were as follows:

Year Ended December 31,

2004 2003 Change
% of % of
Segment’s Segment’s
Segment . $(1) Net Sales $(1) Net Sales $(1) %o
US.Consumer .........c.ovuvvuiennn.. $ 829 192%  $64.4 11.8% $186 29%
International ............. ... ... ..... 17.1 11.2% 10.9 11.3% 6.2 57%
Education and Training ............... 20.8 37.6% 16.3 43.6% 44 27%
Total Company ..................... $120.8 18.9%  $91.6 13.5% $292 32%

(1) In millions.

U.S. Consumer. The dollar increase in selling, general and administrative expenses for our U.S. Consumer
segment was primarily due to:

*  Higher employee and employee-related expenses of $3.3 million due to increased headcount.

» Expense of approximately $3.1 million related to the startup of our new distribution center.

» Higher legal expenses of $6.4 million primarily related to pending litigation.

* Higher outside professional expenses of approximately $1.7 million related to the 1mplementat10n of the
internal control requirements of the Sarbanes-Oxley Act.

International. The dollar increase in selling, general and administrative expenses for our International
segment was primarily due to:

*  Higher compensation and related employee expenses, including sales commissions, in Europe of $2. 3
million resulting primarily from increased headcount.

* Increased marketing related expenses of $1.5 million.

Education and Training. The dollar increase in selling, general and administrative expenses for our
Education and Training segment was primarily due to:

« Higher compensation and related employee expenses of $3.0 million resulting from expansion of the
sales force.

+ Increased marketing related expenses of $ 1.4 million to support the segment’s expansion.
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Research and Development Expenses

The research and development exbenses in dollars for each segment and the related percentage of our total
net sales were as follows: “
Year Ended December 31,
2004 2003 Change
% of Y0 of
: ' Segment’s Segment’s
Segment $(1) Net Sales $(1) Net Sales $(1) _%_
U.S. Consumer ..............b....... $54.3 126%  $49.1 9.0% $52 11%
International ................ P 3.7 24% 37 38% @ —  — (““‘
Education and Training . ....... b 30 54% 49 13.0% 1.9 (39%
Total Company .............01.... ... $61.0 9.5% $57.6 85% $34 6% B
(1) In millions. fi
@
53

Research and development expenses, which we classify into two categories, product development and
content development, were as follows: :

Year Ended December 31,
2004 2003 Change
% of : % of
Total Total
$(1) Net Sales $(1) Net Sales i(_l)_ 172
Content development .......... 0 ........ . $320 5.0%  $31.0 46% $1.0 3%
Product development . ......... T 290  45% 266  39% 24 9%

Research and development .... ). ...... ... $61.0 9.5%  $57.6 85% $34 6%

(1) In millions.

The increase in research and development expenses was due primarily to an increase in research and
development spending in our U.S. Consumer segment of $5.2 million, primarily due to the development of our
new FLY Pentop Computer platform, Leapster software and the production of new video titles. This increase was
partially offset by a decrease in our Education and Training segment primarily due to the timing of the update of
the current generation of platforms.

Advertising Expense

The advertising expenses in dollars for each segment and the related percentage of our total net sales were
as follows: B

Year Ended December 31, .
2004 2003 Change
% of % of

Segment’s Segment’s
Segment $(1) Net Sales $(1) Net Sales $(1) %
US.Consumer .. ............. b, 8632 146% $61.9 113% $13 2%
International . .................. bovu 19.6 12.83% 10.2 10.6% 9.4 93%
Education and Training . .........L..... 0.4 0.7% 1.7 4.5% (13) (76)%
Total Company ...............L.. ... $83.3 13.0% $73.8 108% $95 13%

|

(1) In millions.
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The increase in advertising expense was primarily related to increases in cooperative advertising of $3.9
million, television advertising of $3.1 million, and catalog expenses of $2.2 million as follows:

»  Higher cooperative advertising costs in Canada and the United Kingdom with our major retailers.

*  Higher television advertising primarily in the United Kingdom and Canada, and to a lesser extent, in the
United States.

* Higher spending related to the printing and distribution of our consumer and SchoolHouse catalogs.

Depreciation and Amortization Expenses (excluding depreciation of tooling and amortization of content
development costs, which are included in cost of sales)

Depreciation and amortization expenses increased by $0.3 million, or 3%, from $7.7 million in 2003, to $8.0
million in 2004. As a percentage of net sales, depreciation and amortization expense increased from 1.1% in
2003 to 1.2% in 2004.

The increase in the depreciation and amortization expense primarily resulted from:

» Higher depreciation expense for computers and software.

» Increased amortization of intangible assets primarily related to a technology license purchased in 2004.

» Lower amortization of website development expenses. Our original website design and development
was fully amortized in August 2003.

Income (Loss) From Operations'

Income (loss) from operations in dollars and the related percentage of segment net sales were as follows:

Year Ended December 31, .
2004 2003 Change
% of % of

Segment’s Segment’s
Segment $(1) Net Sales $(1) Net Sales $(1) %
U.S.Consumer .................. $(49.9) (11.5)% $ 83.2 152% $(133.1) (160)%
International .................... - 249 16.3% 26.4 27.4% (L.5) 46)%
Education and Training ........... 10.9 19.8% 0.2) (0.5% 11.1 NM
Total Company $(14.0) 22)% $109.5 16.1%  $(123.4) (113)%

(1) 1In millions.

We record indirect expenses in our U.S. Consumer segment and do not allocate these expenses to our
International and Education and Training segments.

U.S. Consumer. The decline in operating income was primarily due to sales declines, lower gross margins,
and to a lesser extent, an increase in operating expenses.

International. The operating income decrease was largely due to lower gross profit percentage and, to a
lesser extent, increased operating expenses, partially offset by higher net sales and favorable foreign exchange
translation. Foreign currency exchange rates favorably impacted our International segment’s operating income by
$1.9 million or 8% in 2004. The favorable currency impact was due to the strengthening ‘of the British Pound and
the Canadian Dollar.

Education and Training. The improvement in operating results was due to strong sales growth.
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Other

Net interest Income and Other ( Expense) Income, ner. Net interest income and Other income (expense), net
decreased by $4.8 million from income of $4.7 mﬂhon in 2003 to expense of 0.2 million in 2004, primarily due
to the following factors:

|
* Acash settlemem we received in the first quarter of 2003 from Benesse Corporation, one of our primary
distributors in Japan, for the early termination of a two-year sales agreement; and

\
*  Gains in 2003 from ﬂuctuatlon of foreign currency exchange rates. As discussed in the notes to our
financial statements, in Januag 2004 we implemented a foreign exchange hedging program that is
designed to minimize the impact of currency exchange rate movements on remeasurable balance sheet

items.

This was partially offset by higher net interest income resulting from our larger'average cash balances and
higher interest rates on invested balances. : :

w)

Tax Rate. Our effective tax rate was 47.6% in 2004 and was 37.0% in 2003. The change in effective tax rate
in 2004 resulted from several factors including tax benefits resulting from international sourcing operations,
research and development credits and state tax benefits. Due to our pre-tax loss, the tax benefits caused the
effective tax rate to increase.

Net Income (Loss)

Net income (loss) decreased by $79. 2 million from income of $72.7 million in 2003 to a loss of $6.5 million

in 2004 due to the above-described factors As a percentage of net sales, net income (loss) decreased from 10. 7%
in 2002 to (1.0)% in 2004. . . {
1

Seasonality and Quarterly Results of (%perations

LeapFrog’s business is highly seasonal, with our retail customers making a large percentage of all purchases
in preparation for the traditional holiday ¢ season. Our business, being subject to these significant seasonal
fluctuations, generally realizes the ma]onty of our net sales and all of our net income during the third and fourth
calendar quarters. These seasonal purchasmg patterns and production lead times cause risk to our business
associated with the under-production of popular items and over-production of items that do not match consumer
demand. In addition we have seen our customers managing their inventories more stringently, requiring us to
ship products closer to the time they expect to sell to consumers, increasing our risk to meet the demand for
specific products at peak demand times, or adversely impacting our own inventory levels by the need to pre- bm]d
products to meet the demand.

For more information, see “Item 1A.-—Risk Factors—Our business is seasonal, and therefore our annual
operating results depend, in large part, on sales relating to the brief holiday season” and “—If we do not maintain
sufficient inventory levels or if we are unaFIe to deliver our product to our customers in sufficient quantities, or if
our or our retailers’ inventory levels are too high, our operating results will be adversely affected.”

| ,

The following table sets forth unauditéd quarterly statements of operations information for 2005 and 2004.
The unaudited quarterly information includes all normal recurring adjustments that management considers
necessary for a fair presentation of the information shown. Given the low sales volumes in the first half of the
calendar year, and the relatively fixed natu&e of our operating expenses, historically, we have been profitable in
our third and fourth quarters and unprofitable in our first and second quarters. We expect that we will continue to
incur losses during the first and second qual'rters of each year for the foreseeable future. In addition, we were
unprofitable in the fourth quarter of 2004, due to higher sales allowances, higher operating expenses and higher
expense for excess and obsolete inventory. Because of the seasonality of our business and other factors, results

for any interim period are not necessarily mdlcanve of the results that may be achieved for the full fiscal year.
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First Second Third Fourth Year Ended
Quarter Quarter Quarter Quarter  December 31,

(In thousands, except per share data) -

2005 . : -
Nt SalES . oot ee e $ 71,859 $ 87,066 $242.820 $248,012 $649,757
Costofsales ............cooiiiiin... e 44,087 49,274 134,108 142,652 370,121
Grossprofit ........... ..., S, 27,772 37,792 108,712 105,360 279,636
Operating expenses:
Selling, general and administrative ......... . 033,209 . 29,013 32,739 31,226 126,187
Research and development ................ - 14,739 © 14,580 13,958 9,063 52,340
Advertising .. ... ... 6,493 . 6,949 13,045 43,527 70,014
Depreciation and amortization .............. 2,430 2,361 2,385 2,966 10,142
Total operating expenses ................ PRI 56,871 52,903 62,127 86,782 258,683
Income (loss) from operations .................. (29,099) (15,111). 46,585 18,578 20,953
Otheritemis .« oo vttt e . 904 1,238 692 10 2, 844
Income (loss) before benefit (provision) for income .

TAXES © oo v e (28,195) (13,873) 47,277 18,588 23,797
Benefit (provision) for income taxes ............. 8,316 4,092  (14492) (4,213) (6,297)
Netincome (10S8) ..o vv i $(19,879)’ $ (9,781) $ 32,785 $ 14,375 $ 17,500
Net income (loss) per common share:

BasiC . .ot e $ 032) $ ©.16) $ 053 $ 023 $ 028
Diluted ... i $ (032) § (0.16) § 052 § 023 $ 028
First Second Third Fourth Year Ended
Quarter Quarter Quarter Quarter December 31,
(In thousands, except per share data)
2004 .
Netsales ..o e $ 71,632 $ 80,814 $231,094 $256,749  $640,289
" Costofsales ..... e e 39,684 . 44347 137,541 159,672 381,244
Gross profit . ........uiiiii e 31,948 36,467 93,553 97,077 259,045
Operating expenses: S ‘ '
Selling, general and administrative .......... 26,769 © 27,378 29,971 36,692 120,810
Research and development . ............... 13,946 13,469 15,242 18,340 1 60,997
Advertising . ............. PR 8,686 5,540 15,659 53,378 83,263
Depreciation and amortization . . . . .. e 1,793 1,743 2,042 2,380 7,958
Total operating eXpenses .........c......c.oe.oonn 51,194 48,130 62,914 110,790 273,028
Income (loss) from operations .. ................ (19,246) (11,663) 30,639‘ (13,713) (13,983)
Other ems . ... .ot i e 1,259 427 38 (198) 1,526
Income (loss) before benefit (provision) for income :

BAXES vttt e (17,987) (11,236) 30,677  (13,911) (12,457)
Benefit (provision) for income taxes ............. . 6,164 3,829 (10,444) 6,380 5,929
Netincome (Joss) .. ...t ..., $(11,823) $ (7407) $ 20,233 $ (7,531) $ (6,528)
Net income (loss) per common share: ) ‘ o

Basic ... $ (020) $ (012) $. 034 $ (012) $ (011
Diluted ...... ... $ (0200 % 0©12) $ 033 $ (012) $ (01D

During the first quarter of 2005, net loss increased by $8.1 million compared to the same period of 2004,
primarily due to a reduction of $4.2 million in gross profit. Gross profit declined primarily due to an unfavorable
product mix and higher warehousing expenses. In addition, selling and administrative expenses increased by
$6.4 million, partially offset by a $2.2 million decrease in advertising The increase in selling and administrative
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expenses was primarily due to increase% in legal expense attributable to enforcing our patents, increase in
consulting and auditing fees and restructuring related charges associated with our realignment plan.

During the second quarter, net loss increased from $7.4 million in 2004 to $9.8 million in 2005. The higher
loss was due to lower gross margins res“ultmg from unfavorable segment mix, higher research and development
. caused by more spending on our new generation of Leapster software titles and additional content for our FLY
Pentop Compater, combined with hlgher advertising expenses associated with our U.S. Consumer segment’s

summer television campaign. These factors were pamally offset by higher sales.

During the third quarter of 2005, net income increased by $12.6 million compared to the same period of
2004, and was primarily due to an incre‘ase in gross profit of $15.2 million, due to both higher sales and gross
margins. Higher sales were due to the 1aPnch of Leapster L-MAX in‘the U.S. Consumer segment and shipments
to retailers of our FLY. Pentop Computer in the third quarter. A favorable product mix, including higher sales of
software and lower freight costs compar‘ed to the same period in 2004 drove the improved gross margins. In
addition, research and development decreased by $1.3 million and advertising decreased by $2.6 million which

were partially offset by a $2.8 million in(crease in selling, general and administrative expenses.

N e
During the fourth quarter, net mcorr-“le improved from a loss of $7.5 million in 2004 to income of $14.4
million in 2005, and was primarily due t6 an increase of $8.3 million in gross profit and a decrease of $24.0

million in operating expenses. The i mcreall‘se in gross proﬁt was due to reduced sales allowances in 2005
compared to 2004, when customers received allowances to offset operational issues encountered during the
start-up of our new distribution facility i m the third quarter of 2004, and lower expense for excess and obsolete
inventory compared to the same period of 2004. We recorded a charge for excess and cobsolete inventory of $9.6
million in 2005 compared to $14.6 million in 2004, The decrease in operating expenses was primarily due to a

$5.5 million decrease in selling, general a&nd administrative expenses directly related to lower compensation and

employee expenses, a $9.3 million decrease in research and development mainly due to reduced expenses relative

to 2004 for our FLY Pentop Computer pl%,itform and related content, and a-$9.9 million decrease in advertising
primarily due to discontinued U.S. Consumer catalogs and cost containment efforts.

: |
Liquidity and Capital Resources (‘

LeapFrog’s prlmary sources of hquzd1ty in 2005 and 2004 have been:

» Net cash flows used in operatmglacnvmes Increases in net workmg capltal which were partlally offset
by net income in 2005 and non-cash charges.

» Net cash flows provided by mves‘tlno activities: Net proceeds from sales and purchases of investments
totaling $16.7 million and $26.7 mllhon in 2005 and 2004, respectively. '

+ Net cash flows provided by financing activities: Proceeds from the exercise of employee stock options
and the employee stock purchase plan of $10.6 million and $13.0 million in 2005 and 2004, respectively.

Cash and related balances are: \1

\3 _ ) ‘ December 31,

\L . . 2005(1) 2004(1) Change(l)
Cash and cash equivalents ............ "‘ .................................. $484  $60.6  $(12.2)
Short-term investments . ..............0...... ... FEP 23.7 282 4.5)

Total ... $72.1 $88.8  $(16.7)
% of total assets .......... P e IR O 12%  16%
Restricted Cash 4 ‘ :

Short-term .. ... |, e, . $02 $84 § 82
Long-term investments ....:... AR . [ R $— $37 $@3D
(1) In millions.
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Financial Condition

We believe our current cash and short-term investments, anticipated cash flow from operations, and future
seasonal borrowings, if any, will be sufficient to meet our working capital and capital requirements through at
least the end of 2006. .

Effective September 14, 2005, we terminated our $50 million unsecured senior credit facility entered into in
2002. On November 8, 2005 we entered into a $75 million asset-based revolving credit facility with Bank of
America. Availability under this agreement was $74.85 million as of December 31, 2005. The borrowing
availability varies according to the levels of our accounts receivable, inventory and cash and investment
securities deposited in secured accounts with the administrative agent or other lenders. Subject to the level of this
borrowing base, we may make and repay borrowings from time to time until the maturity of the facility. The
interest rate for our revolving credit facility is initially for LIBOR rate loans, 1.75% over the LIBOR rate (as
defined in the credit agreement) or, for base rate loans, 0.0% over the Bank of America prime rate. After six
months the interest rate will vary based on utilization. The revolving credit facility contains a fixed charge
coverage ratio which becomes effective starting February 28, 2006. The ratio is measured only if certain
availability thresholds are not met, We are required to maintain a ratio of at least 1.0 to 1.0 when the covenant is
required to be tested. The maturity date of the facility is November 8, 2010, at which time all borrowings under
the facility must be repaid. We may make voluntary prepayments of borrowings at any time. We must pay an
early termination fee of 1% or 0.5% if the facility is terminated prior to November 8, 2006 and November 8,
2007, respectively. ‘

The revolving credit facility contains customary events of default; including payment failures; failure to
comply with covenants; failure to satisfy other obligations under the credit agreements or related documents;
defaults in respect of other indebtedness; bankruptcy, insolvency and inability to pay debts when due; material
judgments; change in control provisions and the invalidity of the guaranty or security agreements. The cross-
default provision applies if a default occurs on other indebtedness in excess of $5.0 million and the applicable
grace period in respect of the indebtedness has expired, such that the lender of, or trustee for, the defaulted
indebtedness has the right to accelerate. If an event of default occurs, the lenders may terminate their
commitments, declare immediately all borrowings under the credit facility as due and foreclose on the collateral.

We estimate that our capital expenditures for 2006 will be similar to prior years. In 2005 and 2004, capital
expenditures were $16.7 million and $20.5 million, respectively. The capital expenditures will be primarily for
manufacturing tool purchases for use in the production of both existing and new products and purchases related
to the upgrading of our information technology capabilities. -

Cash and cash equivalents combined with short-term investments declined $16.7 million from 2004 to 2005.
The decline was primarily caused by increases in inventory of $37.9 million and accounts receivable of $28.3
million, partially offset by $10.3 million of cash provided from financing activities due to the exercise of stock
options and employee stock plan purchases.

Cash and cash equivalents decreased by $12.2 million in 2005. The change in cash and cash equivalents is
as follows: ‘ :

December 31,.‘
2005(1) 2004(1) 2003(1)

Net cash (used in) provided by operating activities .......... $247) $ 01 $268
Net cash provided by (used in) investing activities .......... 0.0 0.1) (76.2)
Net cash provided by financing activities ................. 103 13.0 30.6
Effect of exchange rate changesoncash ............... ... 23 22 0.7
Decrease in cash and cash equivalents . . ... P DU $(12.1) $15.2  $318.1)

(1) In millions.
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Our cash flow is very seasonal and|the vast majority of our sales historically occur in the last two quarters of
the year as retailers expand inventories {or the holiday selling season. Our accounts receivable balances are
generally the highest in the last two months of the fourth quarter, and payments are not due until the first quarter
of the following year. The following table shows quarterly cash flows from operating activities data that illustrate
the seasonality of our business. -

Cash Flow From Operating

Activities

2005(1)  2004(1) 2003 (1)
IstQuarter .. ... ... % 906 $108.3 $501 :
2nd Quarter .............. Lo . 653  (31.8) (1.4 ,
3rdQuarter ... ... (20.6) (48.5) (34.0) 5
4th Quarter ...... T e (1106) (279 121 L
Total ... ... ... . $247 $ 01 $268

(1) In millions.

Operating activities

Net cash used in operating activities was $24.7 million in 2005. In 2004, net cash provided by operating
activities was $0.1 million and $26.8 milli‘on in 2003. The $24.4 million decrease in net cash provided by
operating activities from 2004 to 2005 was primarily due to the following factors:

|

* Timing of collection of our accm\}nts receivable, including the amounts in accounts receivable from
certain contract manufacturers for raw materials transferred under our turnkey arrangements described
in “Item 1.—Business. —Manufarturmg, Logistics and Other Operations.”

* Higher inventory levels than in the previous year.
* Timing of accounts payable payments. '

These factors were partially offset byinet income of $17.5 million in 2005 compared to a loss of
$6.5 million in 2004,

Waorking Capital—Major Components

Accounts receivable

Gross accounts receivable increased to $259.1 million at December 31, 2005 from $230.7 million at
December 31, 2004. Allowances for doubtful accounts decreased to $1.3 million at December 31, 2005 from
$2:5 million at December 31, 2004. As a péﬁrcer_ltage of gross accounts receivable, allowances for doubtful
accounts decreased to 0.5% at December 31, 2005 from 1.1% at December 31, 2004. The decrease in the
allowance for doubtful accounts was primardily due to the reduction in customer claims because of improved
logistics and operational procedures in our U S. Consumer segment. Our days sales outstanding, or DSO, at
December 31, 2005 was 93.3 days compared to 80.0 days at December 31, 2004. The increase in our gross
accounts receivable balance was primarily due to the transition to “turnkey” manufacturing. At December 31
2005, accounts receivables and DSO reﬂect_éd $30.0 million of accounts receivable for raw materials sold to
contract manufacturers.

>
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" Inventory

Inventory increased to $169.1 million at December 31,2005 from $131.2 million at December 31, 2004.
Inventorles consisted of the following: :

December 31,
2005 (1) 2004 (1) Change (1)
RAW MALEHIALS -+« o v oo ee e e $ 320 $ 40.1 $(8.1)
WOIK 1 PFOCESS .+ oo ettt e e et e 11.2 6.1 5.1
Finished go0ds . . & ..o ooim i 150.6 103.1 47.5
RESEIVES .+ .ottt e et et e e (24.7) (18.1) (6.6)
TNVENLOTIES, TIEE .+« . v e vt e e et e et e e e e e ettt $169.1  $131.2 $37.9

(1) In millions.

The $37.9 million increase in our net inventory balance is primarily related to:

+  Major challenges in adjusting production flow to changes in shipment levels on a timely basis.
Production was based on significantly higher forecasted sales volumes than those actually achieved.

+ Significant operational difficulties associated with inventory planning and logistics in our international
markets.

Phase 11 of our Oracle 11i enterprise resource planning implementation should assist in improving these
processes.

These factors were partially offset by a $6.7 million increase in allowances for shrinkage and obsolete and
excess inventory. The transition to a turnkey mode of operations reduced raw materials by $30.0 million. Going
forward, we expect our turnkey operations, as well as other changes in our supply change operations, to reduce
but not eliminate, our raw material and work-in-progress balances.

Prepazd expenses and other current assets

Prepa1d expenses and other current assets increased by $8.0 million at December 31, 2005, from
$13.3 million at December 31, 2004. The increase was primarily due to the payment of advances against
royalties.

Deferred income taxes

Deferred tax assets relate primarily: to net operating loss, tax credit carryforwards and expenses not yet
deductible for tax purposes. We recorded current deferred tax assets of $10.7 million and $25.0 million, and
non-current deferred tax assets of $16. 6 million and $6.6 million at December 31, 2005 and 2004, respectively:
Current deferred tax assets decreased due to the receipt of a tax refund of $8.5 million in the fourth quarter of
2005. Long-term deferred tax assets increased due to additional research and development credits available to be
carried forward in future periods.

Accounts payable

Accounts payable increased to $74.3 million at December 31, 2005 from $62.8 million at December 31,
2004. The $11.5 million increase in accounts payable was primarily due to the growth of our business and the
_increase in inventory levels in the fourth quarter of 2005 compared to the same period in 2004,

Accrued liabilities

Accrued liabilities decreased to $43.8 million at December 31, 2005 from $53.9 million at December 31,
2004. The $10.1 million decrease in accrued liabilities was primarily due to a $3.7 million decrease in accrued
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advertising and promotions expense, a=$2{‘8 million decrease in research and development costs, and a $1.9
million decrease in accrued manufacturing costs.

I
\

;

Income taxes payable

Income taxes payable was $1.8 mllh‘(‘)n at December 31, 2005 and $1.2 million at December 31, 2004.
Substantially all of our income tax payme‘nts are made in December and March due to the seasonality of our
business. In 2005, $1.4 million in incometax payments were made compared to $2.1 million in 2004, In 2005

and 2004, income tax payments were primarily related to our international operations.

Long-term liabilities t\

Long-term liabilities increased to $1$ 2 million at December 31, 2005 from $7.0 million at December 31,
2004. The $12.2 million increase was prlrﬁarlly due to changes in estimates of our income tax liability based on
our assessment of relevant current and future conditions. Long term liabilities include deferred rent, which
primarily related to rent escalations at our Vcorporate headquarters in Emeryville, California, and was $1,449 and

$1,275 at December 31, 2005 and 2004, respectively. We account for rent expense on a straight line basis over
the term of the lease.

Investing activities

Net cash provided by investing activit“ies was less than $0.1 million in 2005, compared to net cash used in
investing activities of $0.1 million 2004. The primary components of net cash used in investing activities for

2005 compared to 2004 were: t

*  Net sales and purchases of short- and long-term investments of $16.7 million in 2005 compared with net

sales and purchases of mvestment“s of $26.7 million in 2004.

+  Purchases of property and equlprrxant of $16.7 million in 2005, primarily related to our supply chain
initiatives and manufacturing tools. In 2004, we used $20.5 million for purchases of property and

equipment related primarily to cor)nputers and software and manufacturing tools.

Financing activities

Neét cash provided by financing a'ctivvin:es was $10.3 million in"2005 compared to $13.0 million for the same
period in 2004, The primary component of cash provided by financing activities in both years wére proceeds

[
received from the exercise of stock options and purchases of our common stock pursuant to our employee stock

purchase plan:

Contractual Obligations

We conduct our corporate operations from leased facilities and rent some equipment under operating leases.
Generally, these have initial lease periods oﬁ\ three to twelve years and contain provisions for renewal options of

five years at market rates. The following tabﬁe summarizes our outstanding long-term contractual obligations at
December 31, 2005. . : :

Payments Due by Period

Less Than 1 More Than §
Total (1) © Year (1) 1-3 Years (1) 4-5 Years (1) Years (1)
Operating leases . ............. $43.3 $ 78 $17.1 $49 $135
Royalty guarantees . ........... | 3.7 37 — — —
Capital leases ................ 112 ' 0.6 0.6 — —
Total .. .oee e $48.2 $12.1 $17.7 $4.9 $13.5

2]
I

(1) In millions.
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At December 31, 2005, we had outstanding letters of credit of $0.2 million which were cash collateralized
under our 2005 credit facility with Bank of America. At December 31, 2004, outstanding letters of credit were
$13.6 million of which $5.2 million was secured by our 2002 credit facility and $8.4 million was cash
collateralized. At December 31, 2005, we had $74.9 million of unused lines of credit available. In addition, we
had commitments to purchase inventory totaling $39.1 million at December 31, 2005.

In August 2005, we entered into a capital lease agreement for a new enterprise resource planning (ERP)
system, Oracle 11i. The total commitment of the lease, which expires on December 31, 2007, is $1.6 million. At
December 31, 2005, $1.2 million in outstanding commitments related to this lease was recorded on the balance
sheet, $0.6 million of which was recorded in “Long-term liabilities” and the remaining balance was recorded in
“Accrued liabilities.” The estimated annual payrnents for this lease are approximately $0.6 million for each of
2006 and 2007, respectively.

In March 2005, we amended our lease agreement for our corporate offices in Emeryville, California to
extend the term of the lease from January 31, 2006 to March 31, 2016. The minimum lease obligations under the
amended lease agreement are $20.0 million.

In March 2004, we entered into a lease for a distribution center located in Fontana, California. The lease is
for a building with approximately 600,000 square feet and has a term that expires in December 2010. Our
minimum lease obligations over the term of the lease are $13.9 million.

In Janiiary 2004, we entered into a ten-year technology licens€ agreement with a foreign company to jointly
develop and customize our respective technologies to be combined in a platform and related licensed products.
The agreement called for contractual payments of $6.0 million in license fees in 2004, included in intangible
assets on the balance sheet, and $11.0 million in advance royalties. Advance royalties of $8.5 million were paid
in 2005 and are included in prepaid expenses and other assets on the balance sheet.

Related Party Transactions

We are reporting the following related party transactions that involve Knowledge Universe, LLC and
Lawrence J. Ellison, as we were a subsidiary of Knowledge Universe in 2002 and through April 2003. From
April 2003 through April 2004, Lawrence J. Ellison and entities controlled by him, Michael R. Milken, Lowell J.
Milken and Knowledge Universe (which is controlled by Messrs. M. Milken,.L. Milken and L. Ellison) and its
affiliates owned a majority of our voting shares From April 2004, we have been a subsidiary of Mollusk
Holdings, LLC, an entity controlled by Lawrence J. Ellison, which owns a majority of our voting shares. In April
2004, Knowledge Universe, LLC changed its name to “KU LLC” and in October 2004, KU LLC changed its
name to “Krest LLC.”

In August 2005, we entered into a software capital lease agreement for a new enterprise resource planning
(ERP) system, Oracle 11i. The total commitment of the lease, which expires on December 31, 2007 is $1.6
million. At December 31, 2005, we had remaining liability of $1.2 million related to this lease, of which $0.6
million was included in the “Long-term l1abilities™ section of the balance sheet and the remaining balance was
included in “Accrued liabilities.” The estimated annual payments for this lease are $0.6 million for each of 2006
and 2007, respectively, and the interest rate is 3.0%. In 2004 and 2003, we purchased software products and
support services from Oracle Corporation totaling $0.4 million and $0.6 million, respectively. As of
December 31, 2005, Lawrence J. Ellison, the Chairman and Chief Executive Office of Oracle Corporation, may
be deemed to have or share the power to direct the voting and disposition, and therefore to have beneficial
ownership of approximately 16.6 million shares of our Class B common stock, which represents approximately
53% of the combined voting power of our Class A common stock and Class B common stock. Jeffrey Berg, a
former member of our board of directors who resigned in February 2003, serves on the board of directors of
Oracle Corporation.
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In 2005, we purchased data storage and related software from Pillar Data Systems, Inc., totaling $0.2
million. Steven B. Fink, the Chairman of our board of directors, also serves as the Chairman of the board of
directors of Pillar Data Systems, Inc.

In August 1999, we purchased a 19.9% ownership interest in Knowledge Kids Media Group, Inc., an
affiliate of Krest LLC, for $2.0 million. [Krest LLC indirectly owned 80.1% of Knowledge Kids Media Group.
Knowledge Kids Media Group owned substantially all of the voting power of Knowledge Kids Network, Inc.
Sarina D. Simon, a member of our boare\i_ of directors until June 2004, was Chief Executive Officer of Knowledge
Kids Media Group and Knowledge Kids Network from January 1999 to June 2004. Knowledge Kids Media

Group was dissolved in August 2004.

In March 2001, we entered into an ;\agréement with Knowledge Kids Network, in which Knowledge Kids
Network, an affiliate of Krest LLC, agreed to develop content and provide technical services in connection with

LeapPad interactive books. We incurred” no expenses in 2005 and 2004, and in 2003, we incurred expenses of
$0.1 million for services from Knowledge Kids Network. In June 2004, we entered into an asset purchase
agreement with and purchased certain assets from Knowledge Kids Network and its wholly-owned subsidiary

J

Kids and Family Edge LL.C for a total pblrchase price of $0.3 million. We purchased the assets in order to obtain

the contents of a children’s website developed by Knowledge Kids Network and to benefit from a contract giving
us online advertising impressions.

FO 1]

P

In July 2002, we entered into a tax §haring agreement with Knowledge Universe, Inc., a Krest LLC affiliate,
with respect to certain state tax matters. %n accordance with the agreement, we were required to pay Knowledge
Universe, Inc. amounts equal to what ou‘r liability would have been as a stand-alone taxpayer in 2002 and prior
years. In the course of preparing the state income tax returns for 2003, it was determined that we were no longer
a part of a unitary group with Knowledgg: Universe, Inc. for the entire year of 2003. The liabilities computed
under the tax sharing agreement were $0 in 2005, 2004, and 2003. We are currently in dispute with Knowledge
Universe, Inc. relating to the settlement (\{)f certain amounts under the tax sharing agreement. We are claiming a
refund of $0.6 million in overpaid state g?xes from Knowledge Universe, Inc. while Knowledge Universe, Inc. is
claiming approximately $1.2 million for{payment of tax attributes that were allocated to it under state tax law.
We have not accrued any amounts for these items.

Affinity Squared, Inc., an affiliate o‘f Krest LLC, provided health and welfare plan administration services to
us. In 2005, Affinity Squared, Inc. did not provide services to us. In 2004 and 2003, we incurred $0.1 million and
$0.2 million, respectively, for services provxded by Affinity Squared, Inc.

The law firm of Maron & Sandler served as our primary outside general counsel from August 1997 through
July 2002. As of December 2004, they no longer provided us with legal services and are no longer our transfer
agent for our Class B common stock. Stanley E. Maron, a member of our board of directors, is a partner of

Maron & Sandler. In 2004 and 2003, we!paid Maron & Sandler $9,000 and $5,000, respectively, for legal
services. »

Recent Accounting Pronouncements

|
In May 2005, the Financial Accounting Standards Board, FASB, issued Statement of Financial Accounting

Standards, SFAS, No. 154, “Accounting Fhanges and Error Corrections,” (“SFAS 154”), which supersedes
Accounting Principles Bulletin, APB, Opinion No. 20, “Accounting Changes™ and SFAS No. 3, “Reporting

Accounting Changes in Interim Fmancml‘\‘ Statements.” SFAS 154 changes the requirements for the accounting
for and reporting of changes in accoummg principle. The statement requires the retroactive application to prior

periods’ financial statements of changes i ;n accounting principles, unless it is impracticable to determine either

the period specific effects or the cumulati‘ive effect of the change. SFAS 154 does not change the guidance for

reporting the correction of an error in prewiously issued financial statements or the change in an accounting
estimate. SFAS 154 is effective for accounting changes and corrections of errors made in fiscal years beginning
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after December 15, 2005. We do not expect the adoption of SFAS 154 to have a material impact on our
consolidated results of operations and financial condition.

In December 2004, the FASB issued SFAS 123R. SFAS 123R requires employee stock options and rights to
purchase shares under stock participation plans to be accounted for under the fair value method. Further, it
eliminates the ability to account for these instruments under the intrinsic value method prescribed by APB 25,
and as allowed under the original provisions of SFAS 123. SFAS 123R requires the use of an option pricing
model for estimating fair value, which is amortized to expense over the service periods. SFAS 123R allows for
either prospective recognition of compensation expense or retrospective recognition, which may be back to the
original issuance of SFAS 123 or only to interim periods in the year of adoption. This statement also amends
SFAS No. 95, “Statement of Cash Flows,” to require that excess tax benefits be reflected as financing cash
inflows rather than operating cash inflows. The adoption of SFAS 123R will change our accounting for employee
stock option grants. Our accounting for non-employee stock options, stock awards and restricted stock units is
unchanged. The adoption of SFAS 123R is estimated to result in a compensation charge for fiscal year 2006 of
approximately $1.7 million based on current stock options grants outstanding.

In November 2004, the FASB, issued SFAS No. 151, “Inventory Costs,” or SFAS 151. SFAS 151 clarifies
the accounting for unusual amounts of idle facility expense, freight handling costs and waste material (spoilage).
The statement requires that those items be recognized as current-period charges regardless of whether they meet
the criterion of “so abnormal.” In addition, the statement requires that allocation of fixed production overhead to
the costs of conversion be based on the normal capacity of the production facilities. This statement is effective
for inventory costs incurred during fiscal years beginning after June 15, 2005. We do not expect the adoption of
this standard to have any material impact on our results of operations.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

We develop products in the United States and market our products primarily in North America and, to a
lesser extent, in Europe and the rest of the world. We are billed by and pay our third-party manufacturers in U.S.
dollars. Sales to our international customers are transacted primarily in the country’s local currency. As a result,
our financial results could be affected by factors such as changes in foreign currency rates or weak economic
conditions in. foreign markets. .

Beginning in the first quarter of 2004, we began managing our foreign currency transaction exposure by
entering into short-term forward contracts. The purpose of this hedging program was to minimize the foreign
currency exchange gain or loss reported in our financial statements. The net foreign currency exchange gain for
2005, 2004 and 2003 was approximately $0.1, $1.9 and $2.8 million, respectively.

Our foreign exchange forward contracts generally have original maturities of one month or less. A summary
of all foreign exchange forward contracts that were outstanding as of December 31, 2005 follows:

Average

Forward

Exchange Notional Fair
Currency . Rate Amount Value(1)
BritishPound .......... ... ... .. . ‘ 1.76200 10,342,212 $445711
BUro ... 1.20080 8,632,000 146,392
CanadianDollar . .. ... .. ...t 1.16240 31,302,434 (13,874)
Mexican Peso ... .. i 10.75850 73,812,000 (82,412)
TOAL o oo $495,817

(1) InU.S. doliars.
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Cash equivalents and short-term m‘vestments are presented at fair value on our balance sheets. We invest our
excess cash in accordance with our investment policy. At December 31, 2005 and December 31, 2004, our cash

was invested primarily in money marke}t funds, municipal auction rate securities and auction preferred securities.
Any adverse changes in interest rates ot securities prices may decrease the value of our short-term investments

and operating results.

We are exposed to market risk from changes in interest rates on our outstanding cash and cash equivalents,

investments and bank debt. On our cash‘ equivalents and investments we are exposed to changes in interest rates,
particularly short-term interest rates. On our debt, the level of the company’s actual average monthly borrowings

determines the interest rates we pay on borrowings. The interest rate will be between prime and prime plus
0.50% or LIBOR plus 1.75% and LIBOR plus 2.50%. Prime rate is the rate publicly announced by Bank of

|
America as its prime rate. The interest cost of our bank debt is affected by changes in either prime rate or

LIBOR. We had no outstanding debt at 1;December 31, 2005 and December 31, 2004.

|

Item 8. Financial Statements and Supplementary Data.

. . |
See “Index to Consolidated Financial St‘atements” at page 62 below.

Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure.

( S0l oy W

None

Item 9A. Controls and Procedures.

Attached as exhibits to this Form IHO-K, there are “Certifications™ of our Chief Executive Officer and the
Chief Financial Officer required by Rule 13a-14(a) of the Securities Exchange Act of 1934, or the Rule 13a-14(a)

Certifications. This Controls and Proceduures section of the annual report includes the information concerning the

controls evaluation referred to in the Ruﬂle 13a-14(a) Certifications and it should be read in conjunction with the
Rule 13a-14(a) Certifications for a more complete understanding of the topics presented.

Evaluation of Disclosure Controls anq Procedures

As of the end of the period covered] by this annual report on Form 10-K, we evaluated the effectiveness of
the design and operation of our disclosu{re controls and procedures, or disclosure controls. This controls
evaluation was performed under the supervision and with the participation of management, including our Chief
Executive Officer or CEO and Chief Financial Officer or CFO. Disclosure controls are controls and procedures
designed to reasonably assure that information required to be disclosed in our reports filed under the Exchange
Act, such as this report, is recorded, pro$essed, summarized and reported within the time periods specified in the
U.S. Securities and Exchange Commissi‘on’s rules and forms. Disclosure controls are also designed to reasonably
assure that such information is accumulated and communicated to our management, including the CEO and CFO,

as appropriate to allow timely decisionsegarding required disclosure.

The evaluation of our disclosure coﬂr{trols included a review of the controls’ objectives and design, our
implementation of the controls and the e"ffect of the controls on the information generated for use in this report.
In the course of the controls evaluation, we reviewed identified data errors and control problems and sought to

confirm that appropriate corrective actiops, including process improvements, were being undertaken. This type of
evaluation is performed on a quarterly basis so that the conclusions of management, including our CEQO and
CFO, concerning the effectiveness of the disclosure controls can be reported in our periodic reports on Form

10-Q and Form 10-K.

Based upon the controls evaluation , our CEO and CFO have concluded that, as a result of the matters
discussed below with respect to our internal control over financial reporting, our disclosure controls as of

December 31, 2003, were not effective.
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Management’s Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting. Internal control over financial reporting is a process designed by, or under the supervision of, our CEO
and CFO, and effected by our board of directors, rﬁanagement and other personnel, to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles and includes those policies and procedures that:

»  Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the
transactions and dispositions of the assets of our company.

e Provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that our receipts
and expenditures are being made only in accordance with authorizations of our management and
directors. ‘

*  Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of our assets that could have a material effect on our financial statements.

Management assessed our internal control over financial reporting as of December 31, 2005, the end of our
fiscal year. Management based its assessment on criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission, or COSO. Management’s
assessment included evaluation of such elements as the design and operating effectiveness of key financial
reporting controls, process documentation, accounting policies and our overall control environment.

An internal control material weakness is a deficiency, or combination of deficiencies, that results in more
than a remote likelihood that a material misstatement of the annual or interim financial statements w111 not be
prevented or detected '

Based on management’s assessment of our internal control over financial reporting as of December 31,
2005, we have identified the following material weakness in our internal control over financial reporting:

During the process of preparing our 2005 financial statements, a number of post-closing adjustments
were identified and recorded. These adjustments were not detected by our system of internal controls and
affected several financial statement accounts including cash, accounts receivable, inventory, prepaid
expenses and accrued liabilities. We have determined that at December 31, 2005, our internal controls
related to the review and analysis of account reconciliations did not operate as designed, primarily because
key people in our finance organization had only recently joined the company and were not completely
familiar with our policies and procedures.

Because of the material weakness described in the preceding paragraph, our management believes that, as of
December 31, 2005, our internal control over financial reporting was not effective based on the COSO criteria.

Our independent registered public accounting firm, Ernst & Young LLP, has issued an attestation report on
management’s assessment of our internal control over financial reporting, which is included below.

Remediation Actions to Address 2005 Internal Control Weakness

Management believes that actions that we have taken since December 31, 2005 and additional actions that
will be taken in 2006, will address the material weakness in our internal control over financial reporting noted
above. Some of these remediation actions are discussed below.

We have taken or plan to take the following actions:

¢ Continue to identify and hire appropriate personnel with accounting experience commensurate with

responsibilities.
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: |
* Clearly define roles and respor\\rsibilities throughout the accounting/finance organization.

+ Enhance the review process arild increase structured communication with our international finance
controllers, including bi- weekly calls to discuss accounting and operational issues and timely review of
operating results and financial | istatements.

\
* Increase emphasis on recelvmg timely and accurate mtematronal darta in order to facilitate a more
effective monthly close process

* Implement process 1mprovemer1ts~ to support timely reconciliation of all major balance sheet accounts
on a monthly basis. ]

. . . | _— o
¢ Work with the information tecl’;nology organization to ensure that accounting/finance staff has
appropriate training in Oracle Mi applications.

*  Work with LeapFrog’s 1nformatlon technology staff to ensure that adequate information for reviewing

transactions posted by users with conflicting access is sufficient to detect inconsistent or unusual B
activity. g

» Planned ERP supply chain systems upgrade by the third quarter of 2006. 53
N

»  Continued strengthening of personnel through training of existing staff and recruitment of seasoned
professionals to supplement existing staff.

» Increase utilization of systems to strengthen and automate primary controls. (

» Improved processes and procedt‘lres to manage oversight -of control activities.
* Rationalize the number of prlma\.ry manual controls and increase reliance on automated controls.
+ Implement regular, structured m“eetings between U.S. management and international controllers to
review operating results and ﬁnabncral condition.
Completed Remediation Actions to Adr\lress 2004 Internal Control Weaknesses
Actions Taken During the Year Ended December 31, 2005

| ,

In relation to the material weaknesse\s reported as of December 31, 2004 in the areas of revenue and
accounts receivable, information technology, and cost of goods sold and inventory, we took the following actions
during the year ended December 31,2005:

Revenue and Accounts Receivable

Conflicting system access rights and resulting inadequate segregation of duties were resolved through

restriction of system access, and/or the implementation of an additional approval of manual transactions.
[

Automated controls were applied to i?formation technology systems to limit and restrict the ability of

system users to enter, change and view data within the system, and to track and provide a detailed history of
changes to selected elements of the data.

Automated reports were developed, enabling the implementation of a detective control which includes a
manual review of transactions completed be Users.
|
Staffing was significantly increased attd upgraded through the addition of a new Vice President, Controller;
Vice President, Investor Relations and Tree}surer Senior Director of Supply Chain Finance; Assrstant Controller;
School House Division Controller; Drrector of Compliance and others

Control enhancements were developed to validate proper title transfer and revenue recognition through
detailed review of shipping documents for orders shipped up to two weeks before the end of each quarter. We
also developed and implemented a robust checklist and close calendar to facilitate consistent and timely
completion of close activities. \
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Information Technology

Staff capabilities were improved with the addition of a new Chief Information Officer, Senior Director
Global Network Operations and Senior Director of Information Technology. A comprehensive information
technology system strategy has been developed and is aligned with our overall business strategy.

We upgraded our ERP system capabilities resulting in improved information quality, increased automation
of controls and improved segregation of duty controls in both financial and operational activities. Automated
systems were also installed to enhance our ability to identify and monitor segregation of duties controls within
our business. ‘

Information technology department processes have been established, documented and enforced to ensure
system initiatives, including upgrades, patches and problem fixes, are appropriately pnonnzed approved,
documented and reported. :

Cost of Goods Sold and Inventory

Staffing capabilities were improved with the addition of a new Senior Vice President of Suppiy Chain and
Operations, Vice President of Supply Chain Planning and a Senior Director of Supply Chain Finance.

Corporate ERP systems have been upgraded and redesigned to confirm the proper, necessary and
appropriate levels and breadth of access and control to functional areas of our systems. Additionally, software
controls were applied 1o the existing ERP systems to enforce appropriate segregation of duties.

The process for review and approval of inventory reconciliations was strengthened, and a variance analysis
process was implemented.

Inherent Limitations on Effectiveness of Controls

LeapFrog’s management, including our CEO and CFO, does not expect that our disclosure controls or our
internal control over financial reporting will prevent or detect all error and all fraud. A control system, no matter
how well designed and operated, can provide only reasonable, not absolute, assurance that the control system’s
objectives will be met. The design of a control system must reflect the fact that there are resource constraints, and
the benefits of controls must be considered relative to their costs. Further, because of the inherent limitations in
all control systems, no evaluation of controls can provide absolute assurance that misstatements-due to error or
fraud will not occur or that all control issues and instances of fraud, if any, within the company have been
detected. These inherent limitations include the realities that judgments in decision-making can be faulty and that
breakdowns can occur because of simple error or mistake. Controls can also be circamvented by the individual
acts of some persons, by collusion of two or more people, or by management override of the controls. The design
of any system of controls is based in part on certain assumptions about the likelihood of future events, and there
can be no assurance that any design will succeed in achieving its stated goals under all potential future
conditions. Projections of any evaluation of the effectiveness of controls to future periods are subject to risks.
Over time, controls may become inadequate because of changes in conditions or deterioration in the degree of
compliance with policies or procedures.

Changes i in Internal Control over Financial Reporting

Except as noted above, there have been no changes in our mtemal control over financial reporting during the
quarter ended December 31, 2005 that have materially affected, or are reasonably likely to materially affect, our
internal control over financial reporting. The discussion above under “Remediation Actions to Address 2005
Internal Control Weaknesses” describes a number of changes we have initiated since December 31, 2003, as well
as other changes that we plan to implement in 2006, that we believe will materially improve our internal contro}
over financial reporting.
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Report of Independent Registered Public Accountmg Firm

The Board of Directors and Stockhol([iers of LeapFrog Enterpnses, Inc

We have audited management’s assessment. included in the accompanying Management’s Report on
Internal Control Over Financial Reporti“ng, that LeapFrog Enterprises, Inc., (the “Company”) did not maintain
effective internal control over financial reportmg as of December 31,-2005, because of the effect of the material
weakness identified in management S assessment and-described below, based on criteria established in Internal
Control—Integrated Framework issued Py the Committee of Sponsoring Organizations of the Treadway
Commission (the COSO criteria). LeapErog Enterprises, Inc. management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of internal control
over financial reporting. Our responsibility is to express an opinion on management’s assessment and an opinion
on the effectiveness of the company’s in\lternal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards rfeqmre that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. Our
audit included obtaining an understandiri”g of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the de31gn and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. ' :

-
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A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accoil:mtin principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded a‘:s necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations Of‘management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, ir[ternal control over financial reporting may not prevent or detect
misstatements. Also, projections of any e\‘aluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions or that the degree of compliance with the

policies or procedures may deteriorate.

A material weakness is a control defii:iency or combination of contro! deficiencies that results in more than
a remote likelihood that a material misstatement of the annual or interim financial statements will not be
prevented or detected. The following material weakness has been 1dent1f1ed and included in management’s

assessment:

During management’s process of prenaring the 2005 financial statements, a number of post closing
adjustments were identified and recorded. These adjustments were not detected by the Company’s system of
internal controls and affected several finaneial statement accounts including cash, accounts receivable, inventory,
prepaid expenses and accrued liabilities. Management has determined that at December 31, 20035, the internal
controls related to the review and analysis of account reconciliations did not operate as designed, primarily
because key people in the Company’s finance organization had only recently joined the Company and were not

ol s . . |
completely familiar with its policies and pr’ocedures.

This material weakness was considered in determining the nature, timing, and extent of audit tests applied in

our audit of the 2005 financial statements, e”nd this report does not affect our report dated February 28, 2006 on
those financial statements.
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In our opinion, management’s assessment that LeapFrog Enterprises, Inc. did not maintain effective internal
control over financial reporting as of December 31, 2005, is fairly stated, in all material respects, based on the
COSO control criteria. Also, in our opinion, because of the effect of the material weakness described above on
the achievement of the objectives of the control criteria, LeapFrog Enterprises, Inc. has not maintained effective
internal control over financial reporting as of December 31, 2005, based on the COSO control criteria.

/s/ Ermst & Young LLP .

San Francisco,y California
February 28, 2006

Item 9B. Other Information.

None
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PART IIT

Certain information required by Part 111 is omitted from this Report on Form 10-K since we intend to file
our definitive proxy statement relating tol our 2006 annual meeting of stockholders, pursuant to Regulation 14A
of the Securities Exchange Act of 1934, as amended, also referred to in this Form 10-K as our 2006 Proxy
Statement, no later than April 30, 2006, and certain information to be included in this our 2006 Proxy Statement
is incorporated herein by reference.

e

Item 10. Directors and Executive Officers of the Registrant

The information regarding Direc_:tors\ and Executive Officers appearing under the heading “Proposal 1:
Election of Directors” and “Section 16(a) Beneficial Ownership Reporting Compliance” of our 2006 Proxy
Statement is incorporated by reference. The information under the heading “Executive Officers of the Registrant”
in Item 1 of this Form 10-K is also incorporated by reference in this section.

In April 2004, our Board of Directmls adopted the LeapFrog Code of Business Conduct and Ethics which.
applies to all of our employees and directors, including our Chief Executive Officer, Chief Financial Officer, who
is our principal financial officer, and our ‘Vice President and Controller, who is our principal accounting officer.
The text of this code of ethics is posted in the corporate governance section of our website located at.
www.LeapFroginvestor.com. To date, there have been no waivers under our Code of Business Conduct and
Ethics. We will disclose any reportable waivers, if and when granted, of our Code of Business Conduct and

Ethics in the corporate governance section of our website located at www.LeapFroginvestor.com.

On June 30, 2005, we filed with the NYSE the Annual CEO Certification regarding LeapFrog’s compliance
with the NYSE's Corporate Governance listing standards as required by Section 303A.12(a) of the NYSE Listed
Company Manual. In addition, we are filing as exhibits to this annual report, the applicable certifications of our
Chief Executive Officer and our Chief Financial Officer required pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002, regarding the quality of the Company’s public disclosures.

Item 11. Executive Compensation

The information appearing under the headings “Compensation of Directors,” “Executive Compensation,”
“Employment Agreements,” and “Compensation Committee Interlocks and Insider Participation™ in the 2006
Proxy Statement is incorporated by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information appearing in our 2006 Proxy Statement under the heading “Security Ownership of Certain
Beneficial Owners and Management” is incorporated by reference.
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Equity Compensation Plan Information

The following table shows certain information concerning our Class A common stock to be issued in
connection with our equity compensation plans as of December 31, 2005:

Plan Category

Equity compensation plans approved by
security holders . .............. .. .. ...

Equity compensation plans not approved by
security holders . .. J...ovenneiain.,

(1) In thousands.

Number of securities
to be issued upon
exercise of
outstanding options,

Number of securities
remaining available for
future issuance under equity
compensation plans

Weighted-average
exercise price of

awards, outstanding options, (excluding securities reflected
warrants and rights  warrants and rights in column (a))
(a)1) (b) (@)
6,806 (2) $16.34 4,864 (3)
6,806 $16.34 4,864

|

(2) Includes 315 performance based stock awards granted under our 2002 Equity Incentive Plan, which may be
issued if certain performance measures are met. Currently none of the awards are vested,

(3) Includes 1,558 shares reserved for issuance under our 2002 Employee Stock Purchase Plan.

For a discussion of our equity compensation plans, see “Note 16. Stockholders’ Equity” in the Notes to
Consolidated Financial Statements included in this annual report on Form 10-K.

Item 13. Certain Relationships and Related Transactions

The information appearing in our 2006 Proxy Statement under the heading “Certain Relationships and
Related Transactions™ is incorporated by reference.

Item 14. Principal Accountant Fees and Services

The information appearing in our 2006 Proxy.Statement under the heading “Independent Registered Public
Accounting Firm Fee Information” is incorporated by reference.
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PART IV

Item 15, Exhibits and Financial Statement Schedules. ‘
(1) Financial Statements: See “Index1to Consohdated Financial Statements™ at page F-1 below.

(2) Financial Statement Schedules: The following financial statement schedule is included as Appendix A of
this report: 1]
l

Valuation and Quahfymg Accounts and Allowances

(3) The exhibits listed in the accompanymg 1ndex to exhibits are filed or incorporated by reference as part of
this Annual Report. ‘
\\
I
|

Bl ] \}
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

LEAPFROG ENTERPRISES, INC.

By:/s/__ WILLIAM B. CHIASSON

William B. Chiasson
Chief Financial Officer and Principal Financial
Officer

Date: March 7, 2006

POWER OF ATTORNEY

Each individual whose signature appears below constitutes and appoints Thomas J. Kalinske and William B,
Chiasson, and each of them, his or her true and lawful attorneys-in-fact and agents with full power of
substitution, for him or her and in his or her name, place and stead, in any and all capacities, to sign any and all
amendments to this report on Form 10-K, and to file the same, with all exhibits thereto and all documents in
connection therewith, with the Securities and Exchange Commission, granting unto said attorneys-in-fact and
agents, and each of them, full power and authority to do and perform each and every act and thing requisite and
necessary to be done in and about the premises, as fully to all intents and purposes as he or she might or could do
in person, hereby ratifying and confirming all that said attorneys-in-fact and agents or any of them, or his, her or
their substitute or substitutes, may lawfully do or cause to be done or by virtue hereof.

Pursuant to the réquirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signatures Title 'Ee_a
/s/ THOMAS J. KALINSKE Chief Executive Officer (Principal March 7, 2006 .
Thomas J. Kalinske Executive Officer) and Director
/s/  WILLIAM B. CHIASSON Chief Financial Officer (Principal March 7, 2006

William B. Chiasson

/s/ KAREN LUEY

Financial Officer)

Vice President, Controller and

March 7, 2006

Karen Luey Principal Accounting Officer
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Ralph R. Smith

Director March 7, 2006
Director March 7, 2006
Director March 7, 2006
o

Director March 7, 2006

.

g

=

65




CERTIFICATIONS
I, Thomas J. Kalinske, certify that:

1. Thave reviewed this annual report on Form 10-K of LeapFrog Enterprises, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial staternents, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and
have: :

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and [ have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s
board of directors (or persons performing the equivalent functions):

a)  All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 7, 2006 /s/ Thomas J. Kalinske

Thomas J. Kalinske
Chief Executive Officer
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CERTIFICATIONS
I, William B. Chiasson, certify that:
1. Thave reviewed this annual report\“\ on Form 10-K of LeapFrog Enterprises, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state

a material fact necessary to make “‘he statements made, in light of the circumstances under which such

statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the finanwcial statements, and other financial information included in this report,
fairly present in all material resped;ts the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying of\‘ﬁcer(s) and I are responsible for establishing and maintaining disclosure
controls and procedures (as deﬁnec} in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and

have:

s med

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our superv1‘smn to ensure that material information relating to the registrant,
including its consolidated subsﬁdumes is made known to us by others within those entities, pamcularly

during the period in which thlsl report is being prepared;

b) Designed such internal controll lover financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reportmg and the preparation of financial statements for external purposes in
accordance with generally acchted accounting principles;

c) Evaluated the effectiveness of %he registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this ré:‘port based on such evaluation; and

d) Disclosed in this report any cha\,nge in the registrant’s internal control over financial reporting that
occurred during the registrant’s]‘\most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect, the

\‘
registrant’s internal control over\ financial reporting; and

5. The registrant’s other certifying offic‘er(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reportmg, to the registrant’s auditors and the audit committee of registrant’s

|
board of directors (or persons perforrlnmg the equivalent functions):

a) All significant deficiencies and Taten'al weaknesses in the design or operation of internal control over
financial reporting which are rea”sonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b)  Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 7, 2006 A /s/ William B. Chiasson

William B, Chiasson
Chief Financial Officer
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CERTIFICATION PURSUANT TO SECTION 906 OF THE PUBLIC COMPANY
ACCOUNTING REFORM AND INVESTOR PROTECTION ACT OF 2002
(18 US.C. § 1350, AS ADOPTED)

Pursuant to Section 906 of the Public Company Accounting Reform and Investor Protection Act of 2002 (18
U.S.C. § 1350, as adopted, the “Sarbanes-Oxley Act”), Thomas J. Kalinske, the Chief Executive Officer of
LeapFrog Enterprises, Inc. (the “Company”), and William B. Chiasson, the Chief Financial Officer of the
Company, each hereby certifies that, to the best of his knowledge:

1. The Company’s Annual Report on Form 10-K for the year ended December 31, 2005, to which this
"Certification is attached as Exhibit 32.01 (the “Annual Report™), fully complies with the requirements of
Section 13(a) or Section 15(d) of the Securities Exchange Act of 1934, as amended; and

2. The information contained in the Annual Report fairly presents, in all material respects, the financial
condition of the Company at the end of the period covered by the Annual Report and results of operations of

the Company for the period covered by the Annual Report.

Dated: March 7, 2006

fs/ Thomas J. Kalinske ~ /s/ William B. Chiasson
Thomas J. Kalinske William B. Chiasson

Chief Executive Officer Chief Financial Officer
Note: This certification accompanies the Annual Report pursuant to § 906 of the Sarbanes-Oxley Act and shall

not be deemed “filed” by the Company for purposes of Section 18 of the Securities Exchange Act of 1934, as
amended. : _
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Appendix A
Schedule 1I - Valuation and Qualifying Accounts and Allowances
(In thousands)
Additions
Balance at  (Reductions)
Beginning of  Charged to Balance at
Year Operations  Net Deductions End of Year

Allowance for doubtful accounts receiv\able
Year ended December 31,2003 ...... PR 983 742 (a) 105 1,620
Year ended December 31,2004 . ... . 4. . ... ... ... .. 1,620 3,225 (b) 2,326 2,519
Year ended December 31,2005 ... .4 ........... ... 2,519 (123) (¢) 1,068 1,328
Allowance for excess and obsolete inventory
Year ended December 31,2003 ...... . 5,352 41 2,096 3,297 g
Year ended December 31,2004 ......[.......... D 3,297 14,634 (d) 577 17,354 g}
Year ended December 31,2005 ...... . ... ... ..., 17,354 9,608 (d) 2,809 24,153 =

N

(a) Increase in allowance primarily due/to a provision made for a customer that filed Chapter 11 bankruptcy.

(b) Increase in allowance primarily duelto initial and additional provisions made for one retailer and one
distributor in financial distress.

{c) Reduction to the allowance was duelto significant reduction in estimated chargebacks to our U.S. Consumer
Segment.

(d) Excess and obsolete inventory allowance was increased due to obsolete and defective inventory of raw

. . . 7 | . . .
materials and discontinued finished goods. The increase in allowance was due, at least in part, to lower sales
in the fourth quarter versus expectatibn.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of
LeapFrog Enterprises, Inc.

We have audited the accompanying consolidated balance sheets of LeapFrog Enterprises, Inc. (the
“Company”™), as of December 31, 2005 and 2004, and the related consolidated statements of operations,
stockholders’ equity and cash flows for each of the three years in the period ended December 31, 2005. Our
audits also included the financial statement schedule for the three years in the period ended December 31, 2005
listed in the Index at Item 15(a). These financial statements and schedule are the responsibility of the Company’s
management, Our responsibility is to express an opinion on these financial statements and schedule based on our
audits.

We conducted our audits in accordance with the auditing standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for
our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of LeapFrog Enterprises, Inc. at December 31, 2005 and 2004, and the
consolidated results of its operations and its cash flows for each of the three years in the period ended
December 31, 2005, in conformity with U.S. generally accepted accounting principles. Also, in our opinion, the
related financial statement schedule, when considered in relation to the basic financial statements taken as a
whole, presents fairly in all material respects the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of LeapFrog Enterprises, Inc.’s internal control over financial reporting as of
December 31, 2005, based on criteria established-in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission and our report dated February 28, 2006
expressed an unqualified opinion on management’s assessment of the effectiveness of internal control over
financial reporting and an adverse opinion on the effectiveness of internal control over financial reporting.

/s/ Ernst & Young LLP

San Francisco, California
February 28, 2006
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LEAPFROG ENTERPRISES, INC.
CO%’NSOLIDATED BALANCE SHEETS
(In thousands, except per share data)
December 31,
2005 2004
ASSETS
Current assets: .
Cashand cashequivalents . ... ... ... ... . . $ 48,422 § 60,559
Short-term investments ........J......... T 23,650 28,188
Restricted cash ... ... oo e 150 8,418
Accounts receivable, net of allowances of $1,328 and $2,519 at December 31, 2005
and 2004, respectively .. ... o . 257,747 228,187
Inventories, net ...... R T R ERRR 169,072 131,189
Prepaid expenses and other current assets ©......................: e 21,319 13,321
Deferred INCOME TAXES . .« .. v vl e v e eee s e e e e e S 10,715 25,009
Total current assets . ......vvvv vl R 531,075 494,871
Property and equipment, net ........J.... e e 23,817 24,807
Deferred iNCOME tAXES « . . v\ vt vttt et ettt et e e e 16,588 6,633
Intangible assets, net .............. TR 27,574 29,496
Other assets ........... AT TR e 6775 3,987
Totalassets ...........coovuninn. \![ ......................................... $605,829 $559,794
LIABILITIES AND STOCKHOLDE’RS’ EQUITY
Current liabilities:
Accounts payable .. ...l .. $74329 $ 62,811
Accrued liabilities ............ L 43811 53,868
Deferred revenue ............. “ 414 364
Income taxes payable ......... D 1,781 1,218
Total current Habilities .. .......... . ..o i e 120,335 118,261
Long-term liabilities .......... .. .. o .. e 19,171 7,033
Commitments and contingencies
Stockholders’ equity:
Class A common stock, par value $0.0001; 139 500 shares authorized; shares issued
and outstanding: 34,853 and 33,415 at December 31, 2005 and 2004,
respectively ............ ... ‘ ........................................ 3 3
Class B common stock, par value $0 0001; 40,500 shares authorized; 27,614 shares
issued and outstanding at December 31, 2005 and 2004, respectively ........... 3 3
Treasury stock . ... (148) —
Additional paid-in capital ...... 0 . . . 342,595 318,796
Deferred compensation ......... \ ........................................ (9,855) (2,000)
Accumulated other comprehenswe ANCOMIE vttt e e et e e et e ie e aenn. 925 2,398
Retained earnings . ........... e eeuii i e 132,800 115,300
Total stockholders” equity . ........ | oo 466,323 434,500
Total liabilities and stockholders’ equity‘ ....................................... $605,829 $559,794

See accompanying notes.
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LEAPFROG ENTERPRISES, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share data)

Nt SAlES . o vttt et e e e
COSt OF SALES .+ v v v v e et e e S

Gross Profit . . ..ottt
Operating expenses: '
Selling, general and administrative ..............................
Research and development . ............ .. ... .. i,
AdVEItSINE « oo e
Depreciation and amortization .. ........... ... ... o i

Total OPerating EXPEmnSES . . ...t vitt it n et

Income (10ss) from Operations ............o. ittt
INterest EXPense .. ..ottt
INLEreSt iNCOME . . oottt et e e e
Other (expense) iNCOME, MEL . . . ..ottt aair e

Income (loss) before income taxes . ........... ... .. i,
Provision (benefit) for income taxes .......... ... ... .. e,

Net1neome (J0SS) ..ottt i e e

Net income (loss) per common share:
BaSIC & ot e e e
Diluted ... e
Shares used in calculating net income (loss) per common share:

BaSIC &t e e e e e e e e
Diluted ..o e e

See accompanying notes.
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Year Ended December 31,

2005 2004 2003
$649,757 $640,289 $680,012
370,121 381,244 339,868
279,636 259,045 340,144
126,187 120,810 91,619

52,340 60,997 57,605

70,014 83,263 73,765

10,142 7,958 7,697
258,683 273,028 230,686

20,953 (13,983) 109,458

(68) (15) (10)

3,366 1,717 1,191

(454) (176) 4,656

23,797  (12,457) 115,295

6,297 (5,929) 42,620
$ 17,500 $ (6,528) $ 72,675
$ 028 $ (01D $ 127
$ 028 § (OIS 120

61,781 59,976 57,246

62,329 59,976 60,548
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ILEAPFROG ENTERPRISES, INC.
STATEMENTS OF STOCKHOLDERS’ EQUITY

\
CONSOLIDATED

(In thousands)

Accumu-  Retained
Notes lated Other  Earnings Total
ClassA  Class B Additional Deferred Receivable Comprehen- (Accumu-  Stock-
Common Common Treasury Paid-In  Compen- from sive (Loss)/ lated holders’
\ Stock Stock Stock Capital sation  Stockholders  Income Deficit) Equity
Balances at December 31,2002 ....... . ... $ 2 $-4 $— $227020 % (4922) $(2624) $ 165 $ 49,153 $268,798
Amortization of deferred compensation .... | — — — — 2,203 — —_ 2,203
Deferred compensation ................. — — — 127 (127) — — —_ —
Reversal of deferred compensation due to
employee termination ................ — — — (354) 354 — — — —
Repayments of notes receivable from
stockholders . ....................... — — — — — 2,624 — —_ 2,624
Class A common stock issued upon exercise
of stock option and employee purchase
plan (4,777 shares) . .................. — —_ — 27,960 — — — — 27,960
Issuance of stock options to
nonemployees ...................... — — — 1,093 — —_ _ — 1,093
Tax benefit of stock option exercises and )
Other ... — —_ — 39,130 — — — — 39,130
Conversion of Class B to Class A shares
(10,796 shares) . ... 1 ) —_ — — — — — —
Comprehensive income:
Netincome . ............ccvvtenaon.. — — —_ — _ — _ 72,675 72,675
Cumulative translation adjustment ... ... — — —_ — — — 663 — 663
Total comprehensive income . ............ — — — — — — — — 73,338
Balances at December 31,2003 ........... 3 3 — 294976 (2,492) — 828 122,828 415,146
Amortization of deferred compensation .... |— — — — 1,691 — — — 1,691
Deferred compensation ................. — — — 1,523 (1.,523) — — — —
Reversal of deferred compensation due to
employee termination ................ — —_ — (324) 324 — — — -
Class A common stock issued upon exercise
of stock option and employee purchase
plan (1,759 shares) . .................. — — — 13,016 — — — _ 13,016
Issuance of stock options to
nonemployees . ..........nil L — — 426 — — — — 426
Tax benefit of stock option exercises and
other ........ ... .. . .. . i, N - - —_ 9,179 — — — — 9,179
Conversion of Class B to Class A shares
(269 shares) ........ ...l — — — — — — — — —_
Comprehensive income:
Netloss ... — — — — —_ — — (6,528) (6,528)
Cumulative translation adjustment ...... — — — —_ —_ 1,570 — 1,570
Total comprehensiveincome ............. — — — — — — — — (4,958)
Balances at December 31,2004 ........... 3 3 — 318,796  (2,000) —_ 2,398 115,300 434,500
Amortization of deferred compensation .... - — — — 2,642 — — —_ 2,642
Deferred compensation ................. -— — — 11,692 (11,692) — — —_ —
Reversal of deferred compensation due to
employee termination . ............... - — — (1,195 1,195 — — — _
Class A common stock issued upon exercise
of stock option and employee purchase
plan (1,421 shares). .................. -+ — — 10,597 — — — — 10,597
Issuance of stock options to
nonemployees ............ ... ... - — — 43 — — — — 43
Tax benefit of stock option exercises ...... — — — 2,662 — — — — 2,662
Treasurystock .......... ... ... ... ..., - — (148) - — — — _ (148)
Comprehensive income: — — — — — — —_ — -
Netincome .. .....c.oovivnerinnnna.. — — — — —_ — — 17,500 17,500
Cumulative translation adjustment ...... —_ — — — — (1,473) — (1,473)
Total comprehensiveincome ............. — —_ — — — — — _ 16,027
Balances at December 31,2005 ........... $ (3 $ 3 $(148) $342,595 $ (9,855) $ — $ 925 $132,800 $466,323

See accompanying notes.
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LEAPFROG ENTERPRISES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
Year Ended December 31,
2005 2004 2003
Net (10SS) IMCOMNE & .\ oo ettt et et et et et e e e e e e $ 17,500 $ (6,528) $ 72,675
Adjustments to reconcile net income (los$) to net cash provided by operating activities:
DEPreciation . . . ..ottt 17,579 16,186 15,481
Amortization of intangibles . ....... ... ... o 1,923 1,872 1,144
Unrealized foreign exchange gain . ........... ... .. .. . . i i (3,733) (5,029) —
Loss on disposal of property and equipment .......... ... . ... 78 141 21
Loss on sale of investment with related party ............................... — — 19
Allowance for acCOURLS reCeIVable ... o e e (123) 3,225 742
Deferred NCOME LAXES & o vt v vttt ettt e e e e e r et et e e aas 4,339 (19,252) 5,177
Long-term liabilities . ... ... oo 12,138 727 22
Deferred TEVEIIUE . . o o\t e et et ettt e et e 50 (1,053) (1,589
Amortization of deferred compensation ................ . . i 2,642 1,691 2,203
Stock option compensation related to nonemployees . .......... .. ... 43 426 1,093
Tax benefit from exercise of stock options andother ......................... 2,662 9,179 39,130
Amortization of Investment Premium . ... ...ttt 17 192 142
Other changes in operating assets and liabilities: -
Accountsreceivable ... ... . (29,437 52,445  (112,864)
TOVEIEOTIES « v v oottt ettt e e e e e e e e e (37,883)  (38,488) (6,437)
Prepaid expenses and other current assels . ............ . ... i (7,998) (3.172) (4,305)
Notes receivable due fromrelated parties ............ ... .. .. . i, — — 595
OHET ASSEES .« v oo et ettt ettt e AN (6,526) 801 (764)
Accounts payable ... ... 11,518 (23,667) 27,317
Accrued Habilities ... ...t (10,057) 8,736 4,101
Income taxes payable ....... oot e 563 1,668 (17,103)
Net cash (used in) provided by operating activities . .. ........................ (24,705) 100 26,800
Investing activities:
Purchases of property and equipment . ............. oo (16,668) (20,546) (15,810)
Purchase of intangible assets . ...t — (6,320) (3,000)
Purchases of short-term inVeSIMENtS ... ... v ittt it e eee e (300,790) (260,467) (171,051)
Sale Of INVESHTIEIIES .« . ot o vttt et e et e et e e et et et 317,467 287,216 113,525
Sale of investment inrelated party ... .. ..o — — 181
Net cash provided by (used in) investing activities ........................... 9 17y (76,155)
Financing activities:
Cash used to purchase treasury stock ... ............. .. i (148) — —
Cash used to collateralize letterof credit . .......... ... ... ... .ol (150) - —
Proceeds from the payment of notes receivable from stockholders .............. — — 2,624
Proceeds from the exercise of stock options and employee stock purchase plan .. .. 10,597 13,016 27,960
Net cash provided by financing activities ............. .. ... ... ... ... ..., 10,299 13,016 30,584
Effect of exchange rate changesoncash ............................ ... ... 2,260 2,241 663
Increase (decrease) in cash and cashequivalents ................. ... ... ..., (12,137) 15,240 (18,108)
Cash and cash equivalents at beginning of period ....................... .. .. 60,559 45319 63,427
Cash and cash equivalents atend of period . .......... ... . ... ... ... $ 48,422 $ 60,559 $ 45319
Supplemental Disclosure of Cash Flow Information
Cash paid during the period for:
TNCOME TAXES + v v v v e e e e e e e et e et e e e e e et e e e $ 1433 § 2,111 § 15716
Noncash investing and financing activities:
Issuance of restricted stock and stock awards to employees .................... $ 11692 $ 1,523 $ —
Assets acquired under capital leases ....... e $ 1,192 § — 3 —
Technology license payable ..... . ... ... i $ — $ 1000 $ —

See accompanying notes.
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1.

designer, developer and marketer of technology-based educational products and related proprietary content,

LEAPFROG ENTERPRISES, INC.

NOTES TO THE|CONSOLIDATED FINANCIAL STATEMENTS
(In thousands, except per share and percent data)

Description of Business

LeapFrog Enterprises, Inc. (the “Company”), formerly known as Knowledge Kids Enterprises, Inc., is a

f

dedicated to making learning effective and engaging. The Company currently designs its products to help infants

and toddlers through high school students
reading, writing, math, spelling, science

(1) learning platforms, which are portab“‘e

interactive books and cartridges, specifically designed for use with the Company’s learning platforms and
(3) stand-alone educational products. The Company’s products are sold throughout the United States primarily by
national and regional mass-market and s

U.S. schools.

Based on voting control, the Company was a subsidiary of Knowledge Universe, LLC until April 2003, and

from April 2004, and the Company was

2.  Summary of Significant Accounti‘lg Policies

Basis of Presentation

geography, history and music. The Company’s product line includes:

learn age- and skill-appropriate subject matter, including phonics,

hardware devices, (2) educational software-based content, such as

pecialty retailers, and, to a lesser extent, into international markets and to

1 subsidiary of Mollusk Holdings, LLC.

subsidiaries, primarily those organized in}, the United Kingdom, Canada, Macau (which includes Hong Kong),
France and Mexico. Intercompany accounts and transactions have been eliminated in consolidation.

The consolidated financial statements include the accounts of the Company and its wholly owned

Certain amounts in the financial statements for prior years have been reclassified to conform to the current

year presentation.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions affecting the amounts reported in the

financial statements and accompanying n
Revenue Recognition
The Company recognizes revenue w

represent gross sales less negotiated priceﬁ
returns, allowances for defective products;

Sales allowances may vary as a perce
defective product allowances or other sale

and $88,450 for the years ended December

and allowances may differ from the Comp

Allowances for Accounts Receivable

ien products are shipped and title passes to the customer provided that
there are no significant post-delivery obligations to the customer and collection is reasonably assured. Net sales

tes. Actual results could differ from those estimates.

allowances based primarily on volume purchasing levels, estimated
markdowns, and other sales allowances for customer promotions.

ntage of gross sales due to changes in the Company’s product mix,

s allowances. Sales returns and allowances were $117,226, $136,441
31, 2008, 2004 and 2003, respectively. Actual amounts for returns
any’s estimates.

The Company reduces accounts recei

uncollectible. This allowance is an estimate based primarily on management’s evaluation of the customer’s

financial condition, past collection history

vable by an allowance for amounts it believes will become
’and aging of the accounts receivable balances.
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LEAPFROG ENTERPRISES, INC.

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(In thousands, except per share and percent data)

The Company also provides estimated allowances for product returns, chargebacks, promotions and defectives
on product sales in the same period that it records the related revenue. The Company estimates allowances by
utilizing historical information for existing products. For new products, the Company estimates allowances for
product returns based on specific terms for product returns and its experience with similar products. '

The Company discloses its allowances for doubtful accounts on the face of the balance sheet. Other
receivable allowances include allowances for product returns, chargebacks, defective products and promotional
markdowns. Other allowances totaled $44,415 at December 31, 2005 and $45,772 at December 31, 2004.

Shipping and Handling Costs

Costs 1o ship merchandise from the Company’s warehouse facilities to customers are recorded in cost of
goods sold.

Content and Video Capitalization and Amortization

The Company capitalizes certain external costs related to the content development of its books.
Amortization of these costs begins when books are initially released for sale and continues over a three-year life
using the sum of the year’s digits method. In the years ended December 31, 2005, 2004, 2003, the Company
capitalized $3,913, $1,965 and $1,662, respectively, and amortized $2.643, $3,261 and $3,604, respectively, of
external content development costs. Capitalized content development is included in property and equipment, and
the related amortization is included in cost of sales. During the year ended December 31, 2004, the Company
wrote off a total of $928 of capitalized content and $862 of accumulated amortization related to titles not planned
to be sold.

The Company capitalizes costs related to the production of home video in accordance with AICPA
Statement of Accounting Position No. 00-2, “Accounting by Producers or Distributors of Film.” Video
production costs are amortized based on the ratio of the current period’s gross revenues to estimated remaining
total gross revenues from all sources on an individual production basis. In the years ended December 31, 2005,
2004, 2003, the Company capitalized $213, $1,364 and $1,015 respectively, and amortized $1,038, $684 and
$620 of video production costs, respectively. Capitalized video production cost is included in property and
equipment, and the related amortization is included in cost of sales. During the year ended December 31, 2005,
the Company wrote off capitalized video production costs totaling $379.

Adpvertising Expense

Production costs of commercials and programming are expensed when the production is first aired. The
costs of advertising, in-store displays and promotion programs are expensed as incurred. Advertising costs
associated with cooperative advertising are accrued as the related revenue is recognized. Prepaid advertising was
$294 and $733 at December 31, 2005 and 2004, respectively.

Translation of Foreign Currencies

Assets, liabilities and results of the Company’s operations outside of the United States are recorded based
on their functional currency. When included in these consolidated financial statements, the assets and liabilities
are translated at period-end exchange rates and revenues and expenses are translated at the average of the
monthly exchange rates that were in effect during the year. The resuiting translation adjustments are included as
a separate component of equity. Foreign currency transaction gains and losses are included in income as incurred.
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The Company transacts business in

Dollar, Euro and Mexican Pesos. In orde‘

cash flows caused by changes in currency exchange rates, the Company implemented a foreign exchange
hedging program for its transaction expo

contracts to enter into fair value hedges

monetary assets and liabilities that are SL“‘bject to remeasurement. The exposures are generated primarily through

intercompany sales in foreign currencies
impact of the remeasurement of balance

various foreign currencies, primarily in the British Pound, Canadian
I to protect itself against reductions in the value and volatility of future

sure on January 9, 2004. The program utilizes foreign exchange forward
of foreign currency exposures of underlying non-functional currency

The hedging program reduces, but does not always eliminate, the
sheet items due to movements of currency exchange rates.

The Company does not use forwach
accordance with SFAS No. 133, “Accou

contracts are carried on the balance shee
I

losses are recognized immediately in earnings to offset the changes in fair value of the assets or liabilities being

hedged. These gains and losses are inclu

estimated fair values of the Company’s forward contracts are based on quoted market prices.

Cash and Cash Equivalents

Cash and cash equivalents consist ¢

Prior to December 31, 2004, the Cc
because the securities were highly liquid
days. Prior to filing its annual report on
determined that, pursuant to SFAS 95, “

as cash equivalents because their contra(‘*tual maturities exceed 90 days. The Company classified its auction rate
securities as of December 31, 2004 as sh

The Company also corrected the err

auction rate securities as of December 3
result, the following table shows the am
ended December 31, 2003 and the corre
ended December 31, 2004. This reclassi

. . M o .
income (loss), cash provided by operatnﬁg activities, or on net income (loss) per share..

Corre'ctiori of amounts relating t6 2003

Cash and cash equivalents
Short-term investments
Cash used in investing activities . .

Decrease in cash and cash equivalents

Correction of amounts relating t(‘) 2002

3

Cash used in investing activities . .

Increase in cash and cash equivalen

I exchange hedging contracts for speculative or trading purposes. In

Pting For Derivative Instruments and Hedging Activities,” all forward
t at fair value as assets or liabilities and the corresponding gains and

SFOL Wiey)

\ . \ v .
ded in “Other income (expense), net” on the statement of operations. The

=

|

f cash and money market funds.

mpany classified its auction rate securities as cash and cash équivalents
and the periods between interest rate resets generally did not exceed 90
Form 10-K for the year ended December 31, 2004, the Company

§tatement of Cash Flows,” its auction rate securities cannot be classified

ort-term investments.

+

or in its 2003 financial statements by reclassifying $24.5 million of
1, 2003, from cash and cash equivalents to short-term investments. As a

lJunts, as originally presented in the Company’s Form 10-K for the year
cted 2003 and 2002 amounts as presented in its Form 10-K for the year

. .
fication had no effect on total current assets, stockholders’ equity, net

As Reported in

2004 2003
Form 10-K Form 10-K Difference
........................ $45319 $69,844  $(24,525)
........................ 67,284 42,759 24,525
......................... (76,155) (59,030} 17,125 ‘
..................... (18,1108) (983) (17,125)
As Reported in
2004 2003
Form 10-K ~ Form 10-K  Difference
........................ $(24,982) $(17,582) $ 7,400
ts ... .. O P 55,158 62,558 (7,400)




LEAPFROG ENTERPRISES, INC.

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(In thousands, except per share and percent data)

Investments

Short-term investments consist primarily of auction rate preferred securities and certificates. Interest rates
on these securities reset at every auction date, generally-every seven to ninety days, depending on the security or
certificate. Although original maturities of these instruments are generally longer than one year, the Company
has the right to sell these securities each auction date..

Long-term investments consist of municipal bonds with greater than one-year maturities. At December 31,
2005, the Company had no long-term investments. At December 31, 2004, the Company had long-term’
investments totaling $3,737, which are included in “Other assets” in the balance sheet. These securities were sold
in 2005. The realized loss was $16. '

The Company classifies all investments as available-for-sale. Available-for-sale securities are carried at
estimated fair value, based on available market information. There were no unrealized gains or losses for the
years ended 2005, 2004 and 2003. The cost of securities sold is based on the specific identification method.

Concentration of credit risk is managed by diversifying investments among a variety of high credit-quality
issuers.

Inventories

Inventories are stated at the lower of cost, on a first-in, first-out basis, or market value. The estimate of
allowances for slow-moving, excess and obsolete inventories is based on management’s review of on-hand
inventories compared to their estimated future usage, demand for products, anticipated product selling prices and
products planned for discontinuation. If actual future usage, demand for products and anticipated product selling
prices are less favorable than those projected by Company’s management, additional inventory write-downs may
be required. Management monitors these estimates on a quarterly basis. When considered necessary,
management makes additional adjustments to reduce inventory to its net realizable value, with corresponding
increases to cost of goods sold. Allowances for excess and obsolete inventory totaled $24,153 and $17.354 as of
December 31, 2005 and 2004, respectively, and are recorded as reductions of gross inventories.

Valuation of work-in-process inventory is an estimation of the Company’s liability for products in
production at the end of each fiscal period. This estimation is based upon normal production lead-times for
products the Company has scheduled to receive in subsequent periods, plus a valuation of products it specifically
knows are either completed or delayed in production beyond the normal lead-time flow. To the extent that actual
work-in-process differs from the Company’s estimates, inventory and accounts payable may need to be adjusted.

Property and Equipment

Property and equipment are stated at cost less accumulated depreciation. Depreciation expense is calculated
using the straight-line method over the estimated useful life of the assets, generally two to five years, except for
leasehold improvements, which are depreciated over the shorter of the estimated related useful life of the asset or
the remaining term of the lease. Amortization of equipment under capital leases is included in depreciation expense.

Included in property and equipment are manufacturing tools used to produce the Company’s products.
These tools are generally depreciated over two years on a straight-line basis. The Company periodically reviews
its capitalized manufacturing tools to ensure that the related product line is still in production and that the
estimated useful lives of the manufacturing tools are consistent with the Company’s depreciation policy.
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Depreciation expense for manufacturing|tools is included in cost of goods sold. During the years ended
December 31, 2005 and 2004, the Company recorded accelerated depreciation of $559 and $785, respectively to
write-off certain tooling that will not be used in future periods.

The Company capitalizes website development costs in accordance with Emerging Issues Task Force
(“EITF”) No. 00-02, “Accounting for Website Development Costs.” The costs capitalized include those to a—
develop or acquire and customize code f(?])‘r web applications, costs to develop HTML web pages or develop :
templates and costs to create initial graphics for the website that included the design or layout of each page.
These costs are amortized on a straight-line basis over two years. In the years ended December 31, 2005 and
2004, the Company capitalized $1,167 aﬁ{d $822, respectively, and amortized $653 and $98, respectively, of S

website development costs.

Intangible Assets

:
Intangible assets include the excess of purchase price over the cost of net assets acquired (Goodwill). Goodwill E

arose from its September 23, 1997 acquisithion of substantially all the assets and business of the Company’s
predecessor, LeapFrog RBT, and its acquisition of substantially all the assets of Explore Technologies on July 22,
1998 and is allocated to the U.S. Consume:r\ segment. Pursuant to the Statement of Financial Accounting Standards
No. 142, “Goodwill and Other Intangible Assets” (SFAS 142), goodwill is tested for impairment at least annually.

The Company determined no adjustments to the stated value of goodwill were necessary.

Intangible assets with other than inde“ﬁnite lives include patents, trademarks and licenses, and are amortized
on a straight-line basis over their estimateﬁl useful lives, ranging from 3 to 15 years. At December 31, 2005, the
weighted average amortization period for these intangibie assets was approximately 9 years. At December 31,
2005, the Company tested these intangiblc%[ assets for.impairment and determined that no significant adjustments
to the stated values were necessary. !

Income Taxes

The Company accounts for income 'tagies using the liability method. Under this method, deferred tax assets

and liabilities are determined based on_diff‘\‘,erences between financial reporting and tax bases of assets and
liabilities and are measured using enacted t}ax rates and laws that will be in effect when the differences are
expected to reverse. The Company establishes a valuation allowance when it is more likely than not that all or a
portion of a deferred tax asset will not be realized. In determining whether a valuation allowance i1s warranted,
the Company takes into account such factors as prior earnings history, expected future earnings, carryback and
carryforward periods, and tax strategies that could potentially enhance the likelihood of realization of a deferred

tax asset.

The tax provision includes sufficient accruals for probable future assessments that may result from the
examination of federal, state or international tax returns. Tax accruals, tax provision, deferred tax assets or
income tax liabilities may be adjusted if the\re are changes in circumstances, such as changes in tax law, tax
audits or other factors, which may cause management to revise its estimates. The amounts ultimately paid on any
probable future assessments may differ fron“’) the amounts accrued and may result in an increase or reduction to

. . ! .
income tax expense (benefit) in the year of fesolutlon.

|
\

Comprehensive Income (Loss) |

Comprehensive income (loss) is comprised of net income (loss) and gains and losses on the translation of
foreign currency denominated financial statements.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(In thousands, except per share and percent data)

Stock-Based Compensation

" The Company’s stock-based compensation programs include stock awards, restricted stock units,
performance-based equity awards and employee and non-employee stock options. For stock awards and
restricted stock units, the market value of the awards at the time of grant is recorded in “Deferred Compensation”
and is amortized to compensation expense on a straight-line basis over the vesting period. The vesting periods are
generally three and four years, respectively. The costs of performance-based share awards are accrued based on
achieving pre-established financial measures. Stock-based compensation arrangements to non-employees are
accounted for using a fair value approach. The compensation costs of these arrangements are subject to
re-measurement over the vesting terms as earned. The Company also grants stock options to certain of its
employees for a fixed number of shares with an exercise price generally equal to the fair value of the shares on
the date of grant. The Company uses the intrinsic value method to account for stock options. Accordingly,
compensation expense is only recorded for those stock option grants whose exercise price is less than the fair
value of the shares on the date of the grant.

The Company recorded $11,692 and $1,523 in 2005 and 2004, respectively, in deferred compensation for
new awards under its stock-based compensation programs. The Company recognized $2,685, $2,116 and $2,203
of expense for stock-based compensation during the years ended December 31, 2005, 2004 and 2003
respectively. ) .

Effective June 1, 2005, the compensation committee of the board of directors unanimously approved the
acceleration of the vesting of out-of-the-money, unvested stock options held by then-current employees. The
acceleration only applied to those options with an exercise price of $17.43 per share or higher, and granted on or
before October 1, 2004, The weighted average strike price of the accelerated options was $24.90 and the accelerated
options represented 28.5% of then outstanding stock options. The closing price of Class A common stock on June 1,
2005 was $11.07 per share. The decision to accelerate vesting of these options was made to avoid recognizing the
related compensation cost in the consolidated statement of income in future financial statements upon the
effectiveness of SFAS 123R. As of June 1, 2003, the Company estimates that the maximum future pre-tax
compensation expense that would have been recorded in the consolidated statement of operations and instead will
not be recorded, based on the implementation date for SFAS 123R of January 1, 2006, is approximately
$15.7 million. The impact of this acceleration is reflected in the pro forma footnote disclosure below.

For purposes of disclosures pursnant to SFAS 123, as amended by SFAS 148, “Accounting for Stock-Based
Compensation—Transition and Disclosure,” the estimated fair value of options is amortized over the options’
vesting period. The proforma impact of the stock-based compensation determined under the fair value method, as
presented below, has been changed for 2004 and 2003 to correct errors identified in the original calculations.
This change resulted in an increase of $1,791 in proforma net loss for the year ended December 31, 2004 and a
decrease of $1,933 in proforma net income for the year ended December 31, 2003.
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The following table illustrates the c}ffect on net income (loss) and net income (loss) per common share if the
Company had applied the fair value recognition provisions of SFAS 123 to stock-based employee compensation.
(in thousands, except per share amounts)).
Year Ended
December 31, .
‘ . ) 2005 2004 2003

Net income (loss) as reported .. .0................. N .. $17,500 $ (6,528) $72,675 :
Stock-based employee compensation expense included inteported - SR ‘

net income, net of related tax effécts e 1,617 886 1,389 €
Total stock-based employee compe?{;sation expense determined 8

under fair value method for all awards, net of related tax , =

effects . . ... (5,931) (9,538) - (8,033)
Additional stock based compensation expenses provided by the

acceleration of options, net of related tax effects ............ (11,636) - — — :
Pro forma net income’(loss) .....L...o $ 1,550 $(15,180) '$66,031 N
Net incomé (loss) per common share as reported: -
BasiC ottt e $ 028 $ (I $ 1.27.
Diluted ........ oo $ 028 §$ (011 $ 1.20
Pro forma net income (loss) per common share: :
Basic ... $ 003 3 (025 $ 115
Diluted .. ..o $ 002 $ (025 $ 1.09

The fair value of these options was €
model. The following weighted average a

Expected life (years)
Risk-free interest rate
Volatility factor
Dividend yield

Option valuation models require the i
stock options have characteristics significa

subjective assumptions can materially affect the fair value estimate, in management’s opinion the existing models

do not necessarily provide a reliable single

EAPFROG ENTERPRISES, INC.
CONSOLIDATED FINANCIAL STATEMENTS

(In thousands)

stimated at the date of grant using the Black-Scholes option-pricing
ssumptions were used:

Year Ended

December 31,
2050 208
.................................. 4.0 4.0 4.0
................................. 40% 31% 2.5%
.................................. 39.38% 61.0% 68.7%
e 0% 0% 0%

nput of highly subjective assumptions. Because the Company’s employee
ntly different from those of traded options, and because changes in the

measure of the fair value of the Co}npany’s employee stock options.

Prior to May 2, 2005, the Company u

May 2, 2003, the Chicago Board of Optio

sed historic volatility in determining the value of the stock options. On
ns Exchange began trading options on the Company’s stock. Since

then, the Company has used the implied m
of options. As a result of the change, the volatility factor and resulting determined value of the Company’s stock

options declined as compared to prior yea

arket volatility of the exchange-traded options to determine the value

I"vS.

I
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(In thousands, except per share and percent data)

The weighted-average fair value of options granted, which is the value assigned to the options under this
disclosure policy for years ended December 31, 2005, 2004 and 2003 was $4.23, $10.86, and $15.66 per share,
respectively.

Impairment of Long-Lived Assets Other Than Goodwill

Long-lived assets, other than g'oodwill, are reviewed for impairment whenever events or changes in
circumstances indicate that their carrying amounts may not be recoverable. Recoverability of assets is measured
by comparison of the carrying amount of the asset to the net undiscounted future cash flows expected to be
generated from the asset. If the future undiscounted cash flows are not sufficient to recover the cartying value of
the assets, the assets’ carrying value is adjusted to fair value. The Company regularly evaluates its long-lived
assets for indicators of possible impairment.

Recent Accounting Pronouncements

In May 2005, the Financial Accountmg Standards Board, or FASB, issued Statement of Financial
Accounting Standard, “Accounting Changes and Error Corrections”, (“SFAS 1547), which supersedes
Accounting Principle Board, or APB, Opinion No. 20, “Accounting Changes”, and SFAS No. 3, “Reporting
Accounting Changes in Interim Financial Statements”.-SFAS 154 changes the requirements for the accounting
for and reporting of changes in accounting principle. The statement requires the retroactive application to prior
periods’ financial statements of changes in accounting prmmples unless it is impracticable to determine either
the period specific effects or the cumulative effect of the change. SFAS 154 does not change the guidance for
reporting the correction of an error in previously issued financial statements or the change in an accounting
estimate. SFAS 154 is effective.for accounting changes and corrections of errors made in fiscal years beginning
after December 13, 2005. The Company does not expect the adoption of SFAS 154 to have a materiai impact on
its consolidated results of operations and financial condition.

In December 2004, the FASB issued Statement of Financial Accounting Standard No. 123R, “Accounting
for Stock-based Compensation”, (““SFAS 123R”). SFAS 123R requires employee stock options and rights to
purchase shares under stock participation plans to be accounted for under the fair value method. Further, it
eliminates the ability to account for these instruments under the intrinsic value method prescribed by APB 25,
and as allowed under the original provisions of SFAS 123. SFAS 123R requires the use of an option pricing
model for estimating fair value, which is amortized to expense over the service periods. SFAS 123R allows for
either prospective recognition of compensation expense or retrospective recognition, which may be back to the
original issuance of SFAS 123 or only to interim periods in the year of adoption.

On April 14, 2005, the Securities Exchange Commission, or SEC, announced that it would provide a
phased-in 1mplementauon process for SFAS No. 123R, “Accountmg for stock based compensation”. The SEC
requires registrants that are not small business issuers to adopt SFAS 123R’s fair value method of accounting for
share-based payments to employees no later than the beginning of the first fiscal year beginning after June 15,
2005. The Company plans to implement this pronouncement for fiscal year 2006. This statement also amends’
SFAS No. 95, Statement of Cash Flows, to require that excess tax benefits be reflected as financing cash inflows
rather than operating cash inflows. The adoption of SFAS No. 123R is estimated to result in a compensation
charge for fiscal year 2006 of approximately $1.7 million based on current stock options outstanding.

In November 2004, the FASB issued Statement of Financial Accounting Standards Board No. 151,
“Inventory Costs”, (“SFAS 517). FAS No. 151 clarifies the accounting for abnormal amounts of idle facility
expense, freight handling costs and waste material (spoilage). The statement requires that those items be
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{
recognized as current-period charges revarﬂiless of whether they meet the criterion of “so abnormal.” In addition,
the statement requires that allocation of flxéd production overhead to the costs of conversion be based on the
normal capacity of the production fac1ht1es~ This statement is effective for inventory costs incurred during fiscal
years beginning after June 15, 2005. The Company does not expect the adoptlon of this standard to have any

material impact on its results of operations|

3. Fair Value of Financial Instrument‘s

At December 31, 2005 and 2004, the carrying values of the Company’s financial instruments, including
cash and cash equivalents, short-term and long-term investments, foreign exchange transactions, receivables,
accounts payable and accrued liabilities, approximated their fair values.

B I
|
|

4. Investments

Available-for-sale'securities consisted of the following classified by original maturity date:

Maturing within

‘Sto 10 Over 10
At December 31, 2005 ' 1YR 2YR 5SYR YR YR Total
Auction rate preferred securities .. .....p......... $ — $ — $ — $ — $ 1,300 $ 1,300
Auction rate certificates ...... RPN (R - 1,000 — 1,000 — 20,350 22,350
Total short-term investments . .. .. J......... $ 1000 $ — $1,000 § — $21,650 $23,650
Certificate of Deposit ..............0......... $ 150 $— $— 8§ — $ — § 1350
Total restricted cash ........... N $ 150 $ — $ — $ — $§ — $ 150
At December 31, 20604 i ‘
Auction rate municipal securities .. ... ’ ......... $ — % — 81,000 $10,120 $ — $11,120
Municipal preferred securities . .. .....¢......... 6,675 + — — — — 6,675
Municipal bonds . ................. b — 2,000 — 2.893 — 4,893
Certificates of deposit .............. b 5,500 — — — — 5,500
Total short-term investments . . . . . l e $12,175 $2,000 $1,000 $13,013 $§ —  $28,188
Municipal bonds . .. .. e U $ — $3737 S — $ — $ — $3737
Total long—term investments . . . . . IJ R $ — $3737 § — § — § — $3737
Certificates of Deposit ..o $8418 $§ — $ — $ — § — $ 8418
Total restricted cash .. ........ 0 oo $8418 § — $ — § — § — $ 8418

At December 31, 2005 and 2004, short-term investments included certificates issued by various states of the
United States totaling $19,350 and $22,688, respectively.

5.  Restricted Cash

At December 31, 2003, the Compaj‘}‘ny had $150 of restricted cash which was used to collateralize a sihgle
standby letter of credit to an insurance provider. The standby letter of credit guarantees expected claims under the

Company’s commercial and general lialy‘()ility protection policy.
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(In thousands, except per share and percent data)

At December 31, 2004, the Company had short-term restricted cash of $8,418. Restricted cash consisted of -
cash used to collateralize irrevocable standby letters of credit to several of its contract manufacturers and one
technology partner. The standby letters of credit guaranteed performance of the obligations of certain of its
foreign subsidiaries to pay for trade payables and contractual obligations. The letters of credit, relating to the
2004 restricted cash, were cancelled during the first quarter of 2005, and the related cash collateral classified in
“restricted cash” in the Company’s balance sheet at December 31, 2004 was released.

6. Inventories

Inventories consisted of the following:

' December 31,
2005 2004
Raw materials ..ot $ 31,954 $ 40,088
WOrK In ProCess . . oottt e e e 11,220 6,058
Finished goods ... ... ..o i i 150,629 103,121
AllOWANCES . ittt e e (24,731) (18,078)
Inventories, NEL . ... ... ... ottt $169,072  $131,189

At December 31, 2005 and 2004, the Company accrued liabilities for cancelled purchase orders totaling
$4, 937 and $475, respectlvely

7. Property and Equipment

Property and equipment consisted of the following:

] December 31,
2005 2004

Tooling, cards, dies, and plates .......... B $ 26,969 $ 22,155
Computers and software .............. e 26,196 20,316
Capitalized content development . .......... ... ... ... ... .. 15,250 11,335
Capitalized website costs .. ......... it 8,256 7,089
Equipment, furniture and fixtures .. .............. . ... 6,140 5,752
Leasehold improvements ........... ... .. ..ciiiiaio. .. . 3,316 3,153
Capitalized videocosts . .................. e 2,213 2,379
DISPIAYS .« vttt e — 602
; : 88,340 72,781
Less: accumulated depreciation ........... ... ... ... (64,523)  (47,974)

. Property and eQUIPMENt et . ..o $23,817 $24,807

Capital leases of $1,192 and $50 at December 31, 2005 and 2004, respectively, are included in equipment,
furniture, and fixtures. The accumulated amortization on capital leases was $132 and $25 at December 31, 2005
and 2004, respectlvely
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8. Intangible Assets \

s

o December 31,
k 2005 2004

................. L., $14378  $14378
.............. e (6353)  (4431)

8,025 9,947
Goodwill .............. 0 ... S P 19,549 19,549

............................. el $27574  $29,496

Trademarks, patents and other intangibles
Less accumulated amortization

In January 2004, the Company entered into a ten-year technology license agreement with a third party to
Jomtly develop and customize their respective technologles to be combined in a platform and related licensed
products. The agreement calls for contra‘cmal payments of $6,000 in license fees, payable in 2004, of which
$5.000 has been paid as of December 31\ 2004. The $6,000 license fee is included in intangible assets on the
balance sheet and is being amomzed on a straight-line ba31s over the life of the contract

) .

Amortization expense related to trademarks patents and other 1ntang1ble assets was $1,923, $1,872, and

$1,144 for the years ended December 31 \\2005 2004, and 2003 respectlvely The estimated future amortization
expense related to'these intangible assets 18 as fol]ows

Year Ended December 31, ) 1} o

2006 .. L $1,641
2007 R 1,421
2008 it TR 917
2009 ...........»........,.\ ........................................ 817
2000 .. TSSO 817
Thereafter .................. |

9. Related Pérty Transactions

The Company is reporting the followmcr related party transactions that involve Knowledge Universe, LLC
and Lawrence J. Ellison, as it was a sub51d1ary of Knowledge Universe in 2002 and through April 2003. From
April 2003 through April 2004, Lawrence I. Elhson and entities controlled by him, Michael R. Mitken, Lowell J.
Milken, and Knowledge Universe (which is. controlled by Messrs. M. Milken, L. Milken and Ellison) and its
affiliates owned a majority of the Company’slvoting shares. From April 2004, the Company has been a '
subsidiary of Mollusk Holdings, LLC, an entxty controlled by Lawrence J. Ellison, which owns a majority of the

Company’s voting shares. In April 2004, Knowledge Universe, LLC changed its name to “KU LLC” and in
October 2004, KU LLC changed its name to “Krest LLC”

In August 2005, the Company entered mto a software capital lease agreement for a new enterprise resource
planning (ERP) system, Oracle 11i. The total ct{i)mmitment of the lease, which expires on December 31, 2007 is
$1,566. At December 31, 2005, the Company had remaining liability of $1,140 related to this lease, of which

$570 is included in the “Long term liabilities” s;otxon of the balance sheet and the remaining balance is included
in “Accrued liabilities.” The estimated annual payments for this lease are $370 for each of 2006 and 2007,

respectively, and the interest rate is 3.0%. In 20(?4 and 2003, the Company purchased software products and
. 1 )
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support services from Oracle Corporation totaling $406, and $569 respectively. As of December 31, 2005,
Lawrence J. Ellison, the Chairman and Chief Executive Office of Oracle Corporation, may be deemed to have or
share the power to direct the voting and disposition, and therefore to have beneficial ownership of approximately
16,600 shares of the Company’s Class B common stock, which represents approximately 53% of the combined
voting power of its Class A common stock and Class B common stock. Jeffrey Berg, a former member of the
Company’s board of directors who resigned in February 2005, serves on the board of directors of Oracle
Corporation.

In 2005, the Company purchased data storage and related software from Pillar Data Systems, Inc., totaling
$155. Steven B. Fink, i1ts Chairman of the board of directors, also serves as the Chairman of the board of
directors for Pillar Data Systems, Inc.

In August 1999, the Company purchased a 19.9% ownership interest in Knowledge Kids Media Group, Inc.,
an affiliate of Krest LLC, for $2,000. Krest LLC indirectly owned 80.1% of Knowledge Kids Media Group.
Knowledge Kids Media Group owned substantially all of the voting power of Knowledge Kids Network, Inc.
Sarina D. Simon, a member of the Company’s board of directors until June 2004, was Chief Executive Officer of
Knowledge Kids Media Group and Knowledge Kids Network from January 1999 to June 2004. Knowledge Kids
Media Group was dissolved in August 2004.

In March 2001, the Company entered into an agreement with Knowledge Kids Network, in which
Knowledge Kids Network, an affiliate of Krest LLC, agreed to develop content and provide technical services in
connection with LeapPad interactive books. The Company incurred no expenses in 2005 and 2004. In 2003, the
Company incurred expenses of $122 for services from Knowledge Kids Network. In June 2004, the Company
entered into an asset purchase agreement with and purchased certain assets from Knowledge Kids Network and
its wholly-owned subsidiary Kids and Family Edge LLC for a total purchase price of $300. The Company
purchased the assets in order to obtain the contents of a children’s website developed by Knowledge Kids
Network and to benefit from a contract giving the Company online advertising impressions.

In July 2002, the Company entered into a tax sharing agreement with Knowledge Universe, Inc., a Krest
LLC affiliate, with respect to certain state tax matters. In accordance with the agreement, the Company was
required to pay Knowledge Universe, Inc. amounts equal to what the Company’s liability would have been as a
stand-alone taxpayer in 2002 and prior years. In the course of preparing the state income tax returns for 2003, it
was determined that the Company was no longer a part of a unitary group with Knowledge Universe, Inc. for the
entire year of 2003. The liabilities computed under the tax sharing agreement were $0 in 2005, 2004, and 2003.
The Company is currently in dispute with Knowledge Universe, Inc. relating to the settlement of certain amounts
under the tax sharing agreement. The Company is claiming a refund of $635 in overpaid state taxes from
Knowledge Universe, Inc. while Knowledge Universe, Inc. is claiming approximately $1,200 for payment of tax
attributes that were allocated to it under state tax law. The company has not accrued any amounts for these items.

Affinity Squared, Inc., an affiliate of Krest LLC, provided health and welfare plah administration services to.
the Company. In 20035, Affinity Squared, Inc. did not provide services to the Company. In 2004 and 2003, $65 and
$201, respectively, was incurred by the Company for services provided by Affinity Squared, Inc.

The law firm of Maron & Sandler served as the Company’s primary outside general counsel from August 1997
through July 2002. As of December 2004, they no longer provided legal services to the Company and are no longer
the transfer agent for the Company’s Class B common stock. Stanley E. Maron, a member of the Company’s board
of directors, is a partner of Maron & Sandler. In 2004 and 2003, the Company paid Maron & Sandler $9 and $3,
respectively, for legal services rendered to the Company.

F-18




ITEAPFROG ENTERPRISES, INC..

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

(In thousands)
10. Accrued Liabilities
1 , o o © " December 31,
‘ { T o 2008 2004

Advertising and promotion |. ... ... ... ... .. ..o L $19,010  $22,668
Royalties payable. .......0. .. .. ... . . i . 8,375 7,235
Employee-related costs R R R R IR RREE . 5356 6,103
Accrued inventory, manufacturmg, and warehousing ............." 2,721 4,579
Sales and VAT tax payable |....... e e s - °1,486 1,277 =
Research and Development related costs: .. ........ S — . 2,816 %
‘Legal fees and settlementcoSts . ................. e Loero 241 1,916
Consulting, contractor costs ‘and commissions payable ;... .. ... ... 605 1,842 5
Other ................. E e e e e 6,017 5,432 23

‘ ' T $43811° $53,868

11. Borrowings Under Credlt Agreements and Long-Term Debt -

Effective September 14, 2005 the Company terminated its $50 000 unsecured senior credlt fac1l1ty entered
into in 2002, On November 8, 2005, the Company entered into.a $75 million asset-based revolving credit facility
with Bank of America. Availability under this agreement was $74.85 million as of December 31, 2005. The
borrowing availability varies accordmg to the levels of the Company’s accounts receivable, inventory and cash
and investment securities deposited 1n\‘secured accounts with the administrative agent or other lenders. Subject to
the level of this borrowing base, the CHompany may make and repay borrowings from time to time until the
maturity of the facility. The interest ra”te for its reyolving credit facility is initially for LIBOR rate loans, 1.75%
over the LIBOR rate (as defined in the credit agreement) or, for base rate loans, 0.0% over the Bank of America
prime rate. After six months the interest rate will vary based on utilization. The revolving credit facility contains
a fixed charge coverage ratio which be:comes effective starting February 28, 2006. The ratio is measured only if
certain availability thresholds are not met. The Company is required to maintain a ratio of at least 1.0 to 1.0 when
the covenant is required to be tested. The maturity date of the facility is November 8, 2010, at which time all
borrowings under the facility must be hrepaid The Company may make voluntary prepayments of borrowings at
any time. It must pay an early termination fee of 1% or 0.5% if the facility is- termmated prior to November §,

2006 and November 8, 2007, respectl\ufely

The revolving credit facility cont;?ins customary events of default, including payment failures; failure to
comply with covenants; failure to satlsfy other obligations under the credit agreements or related documents;
defaults in respect of other mdebtedneﬂss bankruptcy, insolvency and inability to pay debts when due; material
judgments; change in control prov1s1ous and the invalidity of the guaranty or security agreements. The cross-
default provision applies if a default qecurs on other indebtedness in excess of $5.0 million and the applicable
grace period in respect of the 1ndebtec%ness has expired, such that the lender of, or trustee for, the defaulted
indebtedness has the right to accelerate. If an event of default occurs, the lenders may terminate their

commitments, decl’are immediately al borrowmgs under the credit facﬂlty as due and foreclose on the collateral.

In August 2()05 the Company entered into a capital lease agreement fora new enterprise resource planning
(ERP) system, Oracle 11i. The total comm1tment of the lease, which-expires on December 31, 2007, is $1,566. At
December 31, 2005, the Company hac remaining liability of $1,140 related to this lease, of which $570 is
included in the “Long-term liabilities’} section of the balance sheet and the remaining balance is included in
“Accrued liabilities.” The estimated annual payments for this lease are $570 and $570 for each of 2006 and 2007,
respectively. oo : :
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At December 31, 2005, the Company had outstanding letters of .credit of $150 which were cash:
collateralized under the 2005 facility. At December 31, 2004, outstanding letters of credit were $13,568 of which
$5,150 was secured by the 2002 credit facility and $8,418 were cash collateralized. At December 31, 2005, there
was $74,850 of unused availability under the facility.

12. Content License Agreements

The Company licenses certain of its content from third parties under exclusive and nonexclusive .
agreements, which permit the Company to utilize characters, stories, illustrations and trade names throughout
specified geographic territories. The total amount of royalty expense related to these license agreements was
$15,193, $12,435, and $12,628 for the years ended December 31, 2005, 2004 and 2003, respectively. The
Company had $8,375 and $7,235 in accrued royalties at December 31, 2005 and 2004, respectively.

13. Concentrations of Credit Risk and Certain Other Risks

Financial instruments that subject the Company to concentrations of credit risk include cash equivalents,
short-term and long-term investments, foreign exchange transactions and trade receivables. Cash and cash
equivalents consist principally of cash and money market funds. Investments consist principally of fixed income
municipal securities and auction preferred securities. Foreign exchange transactions are with highly rated
financial institutions. These instrumenits are short-term in nature and bear minimal risk. The Company estimated
that the maximum amount of loss due to credit risk at December 31, 2005 was $496. To date, the Company has
not experienced any material losses on cash equivalents, short-term and long-term investments, and foreign
exchange transactions. - : o ' ' ‘

The Company manufactures and sells its products primarily to national and regional mass-market retailers in
the United States. Credit is extended based o1 an-evaluation of the customers’ financial condition, and generally
collateral is not required. However, letters of credit are sometimes requested. Credit losses are provided for in the
consolidated financial statements. :

Seasonality of Sales

Sales of the Company’s products have historically been highly seasonal with a significant majority of the
sales occurring during the third and fourth quarters. Failure to accurately predict and respond to consumer
demand may cause the Company to produce excess inventory, which could adversely affect the Company’s
operating results and financial condition. Conversely, if a product.achieves greater success than anticipated, the
Company may not have sufficient inventory to meet retail demand, which could adversely impact the Company’s
relations with its customers.

Off-Shore Manufacturing

Since the Company does not have its own manufacturing facilities, it is dependent on close working
relationships with its contract manufacturers for the supply and quality of its products and the computer chips
contained in these products. The Company expects to continue to use a limited number of contract manufacturers
and fabricators, most of which are located in China, and, accordingly, will continue to be highly dependent upon
sources outside the Gompany for timely production. Given the highly seasonal nature of the Company’s business,
any unusual delays or quality control problems could have a material adverse effect on the Company’s operating
results and financial condition. The Company’s top three vendors supplied a total of 44%, 42% and 48% of the
Company’s products in 2005, 2004 and 2003, respectively; Jetta Company Limited, located in China, supplied
22%, 24% and 32%, respectively.
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Prior to the fourth quarter of 2005, the Company sourced and provided, on consignment, some of the
components used in the product. During the fourth quarter, the Company began its transition to a turnkey mode
of operations, whereby contract manléfapturers will manage the supply of raw materials into the manufacturing

process. Pursuant to its revised sourci
of raw material inventory to third par
from contract manufacturers are inclu
operations provide a more effective s

ng agreements, the Company sold at book value approximately $30 million
y contract manufacturers during the fourth quarter of 2005. Amounts due
ded in accounts receivable at December 31, 2005. These “turnkey”

1pply chain process by allowing the Company’s engineering resources to

focus on the product design and manufacturability while the Company’s contract manufacturers manage the
supply of raw materials into the’process. This approach also provides clear task ownership and facilitates
coordination of up stream suppliers w1th a single point of contact. [n addition, these contract manufacturers, who
provide similar services to other compames can source the raw materials more cost-effectively.

Customer Concentration

A limited number of customers h1<toncally have accounted for a substantial portion of the Company’s net sales.
The significant customers and the relative percentage of net sales for these customers are approximately as follows:

Wal-Mart .........:.......

Target ... ......... e

Year Ended
December 31,

2005 2004 2003

....................................... 29%  28% 31%
........... e 20% 3% 25%
................ i 15% 13% 12%

| TS R S e 64% 64% 68%

Wal-Mart, Toys “R” Us anci Target accounted for approximately 37%, 23% and 22%, respectively, of gross

for approximately 30%, 32% and 14%, respectively, of gross accounts receivable.

14. Income Taxes

Income (loss) before taxes includc\s the following components:

Year Ended
December 31,
2005 2004 2003
Income (loss) before taxes: o ' -
United States . ............o v $(1,297) $(13,514) $110,586
FOTEIZN v\ttt e e 25,094 1,057 4,709
Total ... ...« o §23,797  $(12,457) $115,295
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The income tax (benefit) provision recognized in the consolidated statements of operations consists of the
following: ‘ ' ,

Year Ended
. December 31,
2005 2004 2003
Current: N ‘ , . )
Federal ........ ... ... ... e $(1,629) -$ 9,004 $31,129
State ... PR A 609 1,227 3,746
Foreign ... ... e e e 9310 3,073 2,534
8,290 13,304 37,409
Deferred: .
Federal . ... ... 0 (230)  (14,013).. 4,824
State ........ e e (L3780 @ 505
Foreign ........ R SO S (385) (503) - (118)
' o (1,993)  (19,233) 5211
Provision .('benefit) forincome taxes .........coovviniennnln. $6,297 $ (5929) $42,620

While the Company believes that its tax return positions are supportable, it accrues for possible future
assessments that may result from the examination of federal, state, or international tax returns. The tax accruals
may be adjusted if there are changes in circumstances, such as changes in tax law, tax audits, or other factors,
which may cause management to revise its estimates. The amounts ultimately paid on any possible future
assessments may differ from the amounts accrued and may result in an increase or reduction to the effective tax
rate in the year of resolution. The Company believes that the tax accruals reflect the probable outcome of known
tax contmgen01es at this time.

Tax benefits of $2,662 and $9,179 related to employee stock options were credited directly to Stockholders’
equity in the years ended December 2005 and 2004, respectively. :

The differences between the provision for income taxes and the income tax determined by applying the
statutory federal income tax rate of 35% was as follows:

Year Ended December 31,
’ 2005 2004 2003
Income tax (benefit) at the statutoryrate . ...................... $ 8329  $(4,360) $40,353
SEate iNCOME tAXES « .\ oo e e e et e et et L (50) (834) 4,798
International Operations . ... ..........o.evureiieainioni.n. 980 251 41
Tax exemptinterest . ........ i e (858) (415) (313)
Nondeductible items .......... ... ... .o il 231 270 . 180
Research and development credits ........................... (2,0200  (1,093) (3,125)
Other ...... R O (315) 252 686
Income tax provision (benefit) ........ .. ... ... ... . o L. $6,297  $(5,929) $42,620

Undistributed earnings of the Company’s foreign subsidiaries amounted to approximately $61,247 at
December 31, 2005. The earnings are considered to be permanently reinvested and no deferred U.S. income taxes
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have been provided thereon. Upon dist\“ribution of those earnings in the form of dividends or otherwise, the
Company would be subject to U.S. income tax in the approximate amount of $18,119, net of resulting tax credits.

The components of the Company s deferred taxes are as folloWs:

December 31
‘ 2005 2004

Deferred tax assets: ...... 0. ..o }
NOL and Credits Carry OVET - $12,404  $14,440 | g7
Inventory and other reserves ............................. 11,578 14,911 E g
- Depreciation and Amortization ..................0..... ... 3,092 622 | fj:
Other .............. L ................................. 229 1,669 1 =
23

Total .......... oo N $27,303  $31,642 |

As of December 31, 2005, the Company has federal operating net loss carryforwards of $9,587 which will
expire in 2025. State net operating lossicarryforwards totaling $32,590 as of December 31, 2005 will expire in
years 2007 through 2025. As of December 31, 2005, the Company also has federal and California research and
development credit carryforwards of $2 825 and $7,102, respectively. The federal research credit carryforwards
will exprre beginning in 2024 Whlle thel Cahforma research credits can be carried forward indefinitely.

. |

Management has determined that the Company will realize its entire deferred tax asset. Therefore no

valuation allowance has been estabhshe{d for 2005 or 2004

15. Defined Contribution Plan

The Company sponsors a defined contribution plan under Section 401 (k) of the Internal Revenue -
Code. Effective September 1, 2005, thej401(k) plan provides that the Company match 50% of employee
contributions up to the greater of $2 or 6% of the participant’s compensation per plan year. Matching
contributions vest to employees over three years. Prior to September 1, 2005, the 401(k) program provided for

the Company to match 25% of employe
vesting occurring ‘at the end of three yea
Knowledge Universe, Inc. For the years
expense of $479, $307 and $238 respec

16. Stockholders’ Equity
Common Stock

The Company is authorized to issu
which 139,500 shares are designated as
common stock.

Conversion

Each holder of Class B common sto

1nto one share of Class A common stock

o

e contributions up to 4% of the participant’s compensation, with the

rs. Prior to October 2004, the defined contribution plan was sponsored by
ended December 31,.2005, 2004 and 2003, the Company recorded total
ively related to the defined contribution plan.

> 180,000 shares of common stock at a $0.0001 par value per share, of

Class A common stock and 40,500 shares are designated as Class B

ck shall have the rrght to convert each share of Class B common stock

\

| F-23




LEAPFROG ENTERPRISES, INC.

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(In thousands, except per share and percent data)

Dividends

Class A and B stockholders shall be entitled to dividends when and as declared by the Board out of funds
legally available. When dividends are declared, such d1v1dends shall be paid in equal amounts per share on all
shares of Class A and Class B common stock.

Voting

The Class A stockholders are entitled to one vote per share and the Class B stockholders are entitled to ten
votes per share. '

Liquidation ‘
. Class A and B common stockholders are equally entitled to all assets of the Company available for
distribution.

Conversion of Stock Apprecmtwn Rights

Pnor fo its initial public offering, the Company granted stock apprecmnon rights under its Amended and
Restated Employee Equity Participation Plan. Concurrent with the initial public offering of the Company’s
Class A common stock, the Company stopped granting stock appreciation rights under the Employee Equity
Participation Plan.

During the year ended December 31, 2002, the Company converted 1,924 stock appreciation righ‘ts into
options to purchase an aggregate of 1,924 shares of Class A common stock. Deferred compensation of $4,901
related to the unvested rights has been recognized over the remaining vesting period of the options into which the
unvested rights were converted.

Stock Compensation Plans

Under the Company’s stock compensation plans, which include stock awards, restricted stock units,
performance based equity awards and stock options, employees, outside directors and consultants are able to
participate in the Company’s future performance through awards of incentive stock options and nonqualified
stock options. ’

Stock Option Plan

In May 2002, the Board of Directors adopted the 2002 Equity Incentive Plan (the “Plan”), which amends
and restates the previous stock option plan. Each stock option under the Plan is exercisable pursuant to the
vesting schedule set forth in the stock option agreement granting such stock option. Unless a different period is
provided for by the Board or a stock option agreement, each stock option is generally exercisable for a period of
ten years from the date of grant. The exercise price of the option shall be 100% of the fair market value of a share
of Class A common stock on the date the stock option is granted.

~ In April 2004, the Board of Directors approved an amendment to the Plan to increase the aggregate number
of shares of the Company’s Class A common stock authorized for issuance under all stock compensation plans to
19,000, and to allow for performance based stock awards to be granted under the Plan. Within the maximum
number of 19,000 shares authorized to be issued under the Plan, no more than 4,750 shares of Class A common
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stock may be issued pursuant to stock a\x‘{ards other than options. In addition, no person may be granted awards
under the Plan covermg more than 2 OOO‘ shares of Class A common stock in any calendar year. Shares awarded
under a stock bonus award may be subject to repurchase by the Company in accordance with a vesting schedule

to be determined by the Board of Directdrs. The Company’s stockholders approved the Plan in June 2004.

,‘Non-Employee Directors Stock Option Plan ‘ ' /

1In July 2002, the Board of Dlrectors‘ adopted and the Company’s stockholders approved, the 2002
Non-Employee Directors’ Stock Option Plan (“NED Plan™). In June 2004 an amendment to the NED Plan was
approved by stockholders. Under the NED Plan 750 shares of Class A common stock have been reserved for

issuance. The Plan provides for the follol[ Wing grants to be made to Non-Employee Directors without further
action of the Company’s Board of Dlrect‘ors (1) an option to purchase 30 shares of Class A common stock upon
their initial appointment or election to th“? Board, (2) an option to purchase 15 shares of Class A common stack
shall be granted annually on July 1, comﬁnencmg in 2003, to all existing Non-Employee Directors and (3) an
option to purchase 25 shares of Class A common stock shall be granted annually, in lieu of an annual grant of
15 shares, to a Non-Employee Director who holds the position of Chairman of the Company’s Board of

Directors. Option shares granted will be prorated based on annual service time. Each stock option is exercisable
for a period of ten years from the date ofﬂgrant no stock option shall be exercisable after the expiration of its
option term, the exercise price of the option shall be 100% of the fair market value of a share of Class A common

]
stock on the date the stock option is granted, and options shall vest ratably over a thirty six month period.

|
3

O wey)

Other Plans

Performance shares are received by participants at the end of each three year cycle, and are tied to the
company’s performance against pre-established financial measures. Compensation expense for performance
shares is accrued based on achieving the Company’s financial targets. Depending on actual results achieved, the
recipient can vest in from 0% to 200% oﬁ the target number of shares granted. If the Company’s annual financial
targets are not met, the related shares are|cancelled. As of December 31, 2005 and December 31, 2004, no shares
had vested. Stock awards and restricted stock units generally vest over three and four years, respectively. The
total grants, net of cancellations, under tl%ese other plans are limited to the 4,750 shares discussed above. At
December 31, 2005 and 2004, shares sub“ject to issuance under these plans were 1,284 and 3635, respectively.

The total expense recognized in 200]5 2004 and 2003 for stock awards and restricted stock units was
$2,272, $74, and $0, respectively. No expense was recognized in 2003, 2004 or 2003 for performance shares. The
weighted average grant-date fair value of restricted stock awards and restricted stock units granted in 2005 and

2004 was $11.83 and $13.24, respectlvely
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A summary of the activity under the stock option plans is as follows:

Optioned Class A Shares
Weighted-
‘ Average
Number Exercise
} of Shares  Price per Share Price
Balances, December 31,2002 .............. ... ... ... ... ... . ..... 10,197  $2.37-$19.71 $ 6.96
Options granted ... .........cooiiiiin ... P 1,170 20.60-44.60 . 29.56
Options exercised .. ...ttt i i e (4,621) . 2.37-24.69 5.59
Optionscanceled . .............. P 277 5.00-24.69 9.30
Balances, December 31,2003 ........... [P A 6,469  2.37-44.60 11.84
Options granted ... .....ovr P 2,690  12.05-29.74 2221
Options exercised ................. RO e (1,638)  2.37-24.69 6.50
Optionscanceled . ... SN (694) 5.00-44.60 16.07
Balances, December 31,2004 ... ..................... P U 6,827 2.37-44.60 . 16.77
Options granted ....... S 1,266 9.94-13.60 11.68
Options exercised ... ... T e .. (1,256)  237-12.50 7.26
Optionscanceled . ...................... P (1,315) -5.00-44.60 22.40
Balances, December 31,2005 .. ... ... ... ... ... ... 5,522 $2.37-$44.60 $16.34

The following table summarizes information concerning outstanding and exercisable options as of
December 31, 2005.

‘ . Class A Options
Class A Options Outstanding : Exercisable
Weighted-
Average Weighted- Weighted-
Remaining Average Average
. Number Contractual Exercise Number Exercise
Range of Exercise Price Qutstanding Life (Years) = Price Exercisable Price
$2.37 - $2.37 46 1.00 $ 2.37 46 $ 237
5.00-10.00 1,119 5.90 7.44 1,076 7.34
10.01 - 14.00 ‘ 2,084 8.45 12.11 541 12.38
17.43 -20.60 718 7.95 19.71 695 19.74
., 21.37-29.30 1,128 806 25.56 1,120 25.58
29.74 — 44.60 427 7.98 31.73 384 . 3195
$2.37 — $44.60 5,522 7.96 $16.34 3,862 $17.96

The number of Class A options exercisable at December 31, 2004 and 2003 were 3,292 and 2,886 shares,
respectively, At December 31, 2005, the total number of shares available under all plans is 3,305.

During the years ended December 31, 2004 and 2003, the Company granted options to consultants to
purchase 2, and 14 shares of Class A common stock at average exercise prices of $12.05, and $21.77 per share,
respectively. These options were granted in exchange for consulting services performed. The Company
determined the fair value of these options using the Black-Scholes valuation model. Compensation expense
related to options to consultants was $426, and $1,093 for the years ended December 31, 2004 and 2003,
respectively.
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Employee Stock Purchase Plan

In July 2002, the Company’s stockh
2,000 shares of Class A common stock ha
and 2003, 165, 121 and 156 shares, respe

Shares Reserved For Future Issuance

The following table summarizes the
issuance at December 31, 2005.

Class A

Options and stock awards avail

Shares issuable under the Employee Stock Purchase Plan

Conversion of Class B Commo

17. Derivative Financial Instruments

At December 31, 2005 and 2004, th% Company had outstanding foreign exchange forward contracts, all with
o purchase and sell the equivalent of approximately $87,200 and

$60,300, respectively in foreign currencies, including British Pounds, Canadian Dollars, Euros and Mexican

maturities of approximately one month, t

Pesos. The fair market value of these insti

expense and other current assets and the fH

accordingly was not recorded in the balance sheets. The Company believes the counterparties to these contracts
are creditworthy multinational commercial banks and thus the risks of counterparty nonperformance associated

with these contracts are not considered.to
. . J
exchange risk, there can be no assurances

. . . 1
associated with foreign currency fluctuati

ons.
l

The Company recorded a net gain of $1,020 and a net loss of $5,850 on the foreign currency forward

contracts for the years ended December §
of $1,162.and a net gain of $5,818 on the
ended December 31, 2005 and 2004, resp
- program in the year ended December 31,

18. Net Income (Loss) Per Share

The Company follows the provision
the presentation of basic net income (loss
Basic net income (loss) per common shar

‘}

S of SFAS No. 128, Earnings Per Share (“SFAS 128”), which requires
) per common share and diluted net income (loss) per common share.
e excludes any dilutive effects of options and convertible securities.

APFROG ENTERPRISES, INC.

ONSOLIDATED FINANCIAL STATEMENTS .
- (In thousands).. .

slders adopted the 2002 Employee Stock Purchase Plan, under which
[ve been reserved. During the years ended December 31, 2005, 2004,

. . . .
ctively, were issued under this plan.

number of shares of Class A common stock that are reserved for future

SHOL We)

‘able andoutstanding . ............. .. ... ... 10,111

.................... 1,558

NStock ... 27,614
39,283 N~

ruments at December 31, 2005, of $496 was recorded in prepaid - ‘
air market value at December 31, 2004 was not significant and

be material. Notwithstanding the Company’s efforts to manage foreign
that its hedging activities will adequately protect against the risks

ll, 2005 and 2004, respectively. The Company also recorded a net loss -
underlying transactions denominated:in foreign currencies for the years
ectively. The Company did not have a foreign currency hedging

2003. .

'
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The following table sets forth the computation of basic and diluted net income (loss) per share.

Year Ended December 31,
2005 2004 2003
Numerator:
Netincome (J0SS) ..o evrriii it $17,500 $(6,528) $72,675
' Denominator—weighted average shares:
Class A and B—shares . ... ... e 61,917 59,992 57,246
Less: shares of unvested stock ...................... (136) (16 - —
Denominator for basic net income (loss) per Class A and
Bshare ... .. - 61,781 59,976 57,246
Effect of dilutive securities: .
Employee stock options ................ [ 467 — 3,302
Restricted stock and stock units .. ................... 81 —_ —
De'nominator for diluted net income (loss) per Class A
andBshare .. ... ... ... . . 62,329 59,976 60,548
Net income (loss) per ClassAand Bshare: .......... v
BasiC ..o $ 028 § (0.11) $ 127
Diluted .......... I e $ 028 $ (0.11) $ 1.20

'If the Company had reported net income for the year ended December 31, 2004, the calculation of diluted
net income (loss) per Class A and B share would have included an additional 1,582 common equivalent shares
related to outstanding stock options and unvested stock (determined using the treasury stock method).

19. Commitments and Contingencies

The Company leases office and warehouse space under noncancelable operating leases having initial terms
in excess of one year and expiring in various years between 2005 and 2016. The Company also has several
noncancelable office equipment leases with initial terms in excess of one year and which expire in various years
between 2005 and 2007, and certain of these leases contain rent escalation clauses. Generally, these have initial
lease periods of three to ten years, and contain provisions for renewal options of five years at market rates.

Rent expense for the years ended December 31, 2005, 2004 and 2003 was $3,707, $5,088 and $3,656,
respectively. Future minimum annual payments under the Company’s lease commitments for the years ended
December 31 are:

2006 . e e $ 7,844 1
2007 . " 6,623
20008 L 5,358
2000 5,121
2000 L e 4,912
Thereafter . . . o oo e 13,485
TOtAL v v v et e e e $43,343
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The Company is also obligated to‘

pay certain minimum royalties in connection with license agreements to
which the Company is a party. : : ‘

The Company accounts for rent ej‘(pense on a straight line basis over the term of the lease. At December 31,
2005 and 2004, the Company recorded‘ deferred rent liability of $1,449 and $1,275, respectively, which primarily
related to rent escalation costs for its c;(‘)rporate headquarters in Emeryvﬂle California. Deferred rent is included
in.long-term liabilities in the accompanymg balance sheet.

)

!

In January 2004,.the Company entered into a ten-year technology license agreement with a foreign company [
to jointly develop and customize their respective technologies to be combined in a platform and related licensed /:é_}
products. The agreement called for contractual payments of $6,000 in license fees in 2004 and $8,500 in advance §3
royalties in 2005 and $2,500 in 2006. Additionally, the Company paid $1,000 of engineering fees subject to 2
attainment of specific milestones. &
Legal Proceedings

|

Various claims and lawsuits are pending against the Company. The Company intends to defend or pursue p—

these suits v1gorously :

Tinkers & Chance v LeapFrog Enterprzses Inc

On August 1, 2005, a complaint \Yas filed agamst the Company in the eastern federal district court of Texas
by Tinkers & Chance, a Texas partnershlp The compliant alleges that the Company has infringed, and induced
others to infringe, United States Patent No. 6,739,874 by making, selling and/or offering for sale in the United
States and/or importing the Company’s ; LeapPad and Leapster platforms and other unspecified products.

Tinkers & Chance seeks unspecified n#onetary damages, including triple damages based on its allegation of
willful and deliberate infringement, attorneys’ fees and injunctive relief. On September 23, 2005, the Company
filed a motion to transfer the case to th”F Northern District of California and further filed an action against
Tinkers & Chance in the Northern District of California seeking declaratory relief that the Company’s products
do not infringe United States Patent No. 6,739,874, On February 23, 2006, the federal district court in Texas
denied the Company’s motion to transter On February 28, 2006, Tinkers & Chance filed a motion to amend the
original complaint to add a claim that the Company is infringing United States Patent No. 7,006,786. Discovery
has not commenced and no trial date has been set. The Company has not accrued any amount related to this
matter because it is not probable that atlliability has been incurred and the amount of liability, if any, is not

currently estimable:

| .
ﬁ‘rz'ce, Inc. and Matztel, Inc.

In October 2003, the Company fi Led a complaint in the federal district court of Delaware against Fisher-
Price, Inc., No. 03-927 GMS, alleging ’that the Fisher-Price PowerTouch learmng system violates United States
Patent No. 5,813,861. In September 2004 Mattel, Inc. was joined as a defendant. The Company is seeking
damages and injunctive relief. Trial by jury began on May 16, 2005. On May 27, 2003, the district court declared
a mistrial because the jury was unableito reach a unanimous verdict, and the parties stipulated to have the case

decided by the court based on the seve[n day trial record. The parties completed post-trial briefing in Auoust

LeapFrog Enterprises, Inc. v. Fisher-

2005. The parties are awaiting a verdic

LeapFrog Enterprises, Inc. v. Lexingto

On October 21, 2004, the Compa.
County of Alameda, against Lexington

t by the court.

1 Insurance Co.

ny filed a complaint in the Superior Court of the State of California,
Insurance Co., No. RG04181463, alleging breach of contract and bad
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faith in denying the Company coverage for the Company’s costs with respect to patent infringement claims filed
against the Company in three prior litigations. The Company is seeking approximately $3.5 million in damages
to recover the Company’s defense fees and indemnity payments. A hearing on cross-motions for summary
judgment was held on November 3, 2005. On January 4, 2006 the court granted the Company’s motion for
summary adjudication on three causes of action. ‘

Stockholder Class Actions

On December 2, 2003, a class action complaint entitled Miller v. LeapFrog Enterprises, Inc., et al.,
No. 03-5421 RMW, was filed in federal district court for the Northern District of California against the Company -
and certain of its current and former officers and directors alleging violations of the Securities Exchange Act of
1934, or 1934 Act. Subsequently, three similar actions were filed in the same court: Weil v. LeapFrog Enterprises,
Inc., et al., No. 03-5481 MII; Abrams v. LeapFrog Enterprises Inc., et al., No. 03-5486 MIJ; and Ornelas v.
LeapFrog Enterprises, Inc., et al., No. 03-5593 SBA. Each of those complaints purported to be a class action
lawsuit brought on behalf of persons who acquired the Company’s Class A common stock during the period of
July 24, 2003 through October 21, 2003, except that the plaintiff in the Weil action sought to maintain a class action
on behalf of persons who acquired the Company’s Class A common stock during the longer period of July 24, 2003
through February 10, 2004 and also alleged that the Company’s financial statements were false and misleading. The
complaints did not specify the amount of damages sought. On March 31, 2005, the Court entered an order
consolidating these actions, appointing lead plaintiffs, and appointing lead class counsel.

© On April 25, 2003, another class action complaint entitled The Parnassus Fund et al. v. LeapFrog Enterprises,
Inc., et al., No. 05-01695 JSW, was filed in federal district court for the Northern District of California against the
Company, its current CEO and its former CFO alleging violations of the Securities Exchange Act of 1934. On
June 3, 2005, a nearly identical class action complaint entitled Fredde Gentry et al. v. LeapFrog Enterprises, Inc. et
al., No. 05-02279 MJJ, was filed in federal district court for the Northern District of California. Both the Parnassus
and Gentry complaints purport to be class actions brought on behalf of persons who acquired LeapFrog sécurities
during the period of February 11, 2004 through October 18, 2004. The complaints alleged that the defendants
caused the Company to make false and misleading statements about its business, operations, management and value
of its common stock, which allowed insiders to sell the Company’s common stock at artificially inflated prices and
which caused plaintiffs to purchase the Company’s common stock at art1ﬁc1ally inflated prices. Neither of these
complaihts specified the amount of damages sought.

On June 17, 2005, lead plaintiffs in the class actions that were consolidated under the March 31, 2005
order filed a consolidated complaint. The consolidated complaint alleged that the defendants caused the Company to
make false and misleading statements about the Company’s business and forecasts about the Company’s financial
performance, that certain of its individual officers and directors sold portions of their stock holdings while in the
possession of adverse, non-public information, and that certain of the Company’s financial statements were false
and misleading. The consolidated complaint also alleged an expanded class period of July 24, 2003 through
October 18, 2004 (thereby including the purported class period of the Parnassus and Gentry complaints), and
sought unspecified damages. On May 10, 2005 and June 28, 2003, lead plaintiffs for the Miller, etc. actions also
filed notices to relate and consolidate the Parnassus and Gentry actions, respectively, with the original class actions
that had been consolidated by the March 31, 2005 order. In July 2005, the Court entered an order relating the
Parnassus and Gentry actions with the cases consolidated under the March 31, 2005 consolidation order.

On November 23, 2005, the Court entered an order appointing the plaintiffs in the Parnassus action as lead
plaintiffs. On January 27, 2006, the lead plaintiffs filed an amended and consolidated complaint. The class period
and defendants are identical to that alleged in the complaint filed on June 17, 2005 by the previous lead plaintiffs,
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U
and the subst:?wa@ . allegations are laroelyf the same. By stipulation and order, the Company is due to respond
to the amen(‘ 3‘“‘%" g=d complaint on March 27, 2006. Discovery has not commenced and no trial date
has been s ¢ “ The Corm as not accrued any amount related to this matter because it is not probable that a
A'uablhty has been incurred and the amount of liability, if any, is not currently estxmable

Reporting ‘ ‘ j’

siny’s reportable segments include U.S. Consumer, International and Education and Training. The
ds all indirect expenses aﬂt its U.S. Consumer segment, and does not allocate these expenses to its
L{ ducation and Training segments. The accounting policies of the segments are the same as

e 2 of these notes}fto consohdated financial statements.

.
i

e des;gn production and marketmv of educational books and toys sold primarily to school systems

Income
) (Loss) from Total
Net Sales Operations Assets

32005 ‘ ‘
% U.S. Consumer . $478,179  $ (4,854) $487,281
; ~ Education and Training . . . ..., e 40,347 927 16,730
; International ............... ... ... ..., T 131,231 24,880 101,818
a— : Total ...... N A, $649,757  $ 20,953  $605,829
2004 ‘
U.S. CONSUIMET .« oo v et e e $431,861  $(49,886) $435.255
Education and Training ... ... ... oo v 55,235 10,947 17,167
International .. ............. e F 153,193 24,956 107,372
CTotal. ... r’/ ............................ $640,289  $(13,983)  $559,794
2003 j/
US.Consumer ........... f[ ........................... $545976 $ 83209  $472928
Education and Training .....JL ... ... .. ... .. T 37,469 (194) 20,100
International . .. ........... / ........................... 96,567 26,443 59,631
Total . L U $680,012  $109,458  $552,659

In 2005, no smgle country other than the United States accounted for 10% or more of the Company’s
consolidated net sales. In 2004 and{ 2003, the Company had net sales in the United Kingdom of $67.8 million and
$39.0 million respectively. No ottyer country accounted for more than 10% of the Company’s net sales for 2003
and 2004. The Company attributes sales to non-United States countries on the basis of sales billed by each of its
foreign subsidiaries to its customers. For example, the Company attributes sales to the United Kingdom based on
the sales billed by the Company’ s; United Kingdom-based foreign subsidiary, Leap Frog Toys (UK) Limited, to
its customers: Additionally, the Company attributes sales to non-United States countries if product is shipped
from Macau or one of the Company s leased warchouses in the United States to a distributor in a foreign country.

The Company’s long-lived zlissets are comprised of net fixed assets, net intangibles, and other assets. As of
December 31, 2005, 2004 and 2003 long-tived assets located in foreign countries were $6,421, $10,973 and
$1,842, respectively. The majonty of long-lived assets outside of the United States relate to manufacturing
tooling held by the Company’s wholly -owned subsidiary located in Macau.
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21.. Quarterly Financials — Unaudited R } e
‘ AT i
First - Second Ha \ ear Ended
Quarter  Quarter 4 - aarier 5 \ecember 31,
(In thousands, excep. per share data)
2005 ‘ e
Netsales ..ot $ 71,859 §$87,066 $242,820 $248,01" gum” ppl
Costofsales ..........ovvviernenaa., S 44,087 49,274 134,108 1427 ©
GroSS Profit . .....oooneeiieee e 27772 37,792 108,712 105, i
. Operating expenses: ‘ , ’ j
Selling, general and administrative . ... .. co 33209 29,013 32,739
Research and development ............... R 14,739 14,580 13,958 L
Advertising . .. ... e . 6,493 6,949 13,045 “ ~5014 0
Depreciation and amortization . . . . . PO 2,430 2361 g™ 2,966 10,142
Total operating expenses, . .. .. ... e 56,871 52903  -...127 86,782 258,682
Income (loss) from operations . ................. (29,099) (15,111) 46,585 18,578 26,95, h
Otheritems ... ovv i e e 904 1,238 692 10 2, 844\\' i
Income (loss) before bengﬁt (provision) for income "
BAKES + v vttt e e e (28,195) 13,873 47,277 18,588 23,797 .
Benefit (provision) for income taxes . ............ 8316 4,00 L \'@’,-’192) (4,213) (6,297 .
Net income (loss) $(19,879) $§ (9,781) $ 32,785 - $ 14,375 ‘\ $ 17,500%
Net income (loss) per common share: ‘
Basic i ...... ... uie SRR $ 032)% ©16) 3 053 $ 023 $ 028
Diluted ....... .o $§ (032) % ©16) $§ 052 $ 023 § 028
2004 _ L ‘
Netsales . ..ot e e $ 71,632 % 80, 814 $231,094 $256,749  $640,289
Costofsales ................. e 39,684 - 44,347 137,541 159,672 381,244
Grossprofit ...\ .. o i 31,948 36,467 93,553 97,077 259,045
Operating expenses:
Selling, general and administrative .......... 26,769 27,378 29,971 36,602 120,810
Research and development ................ 13,946 13,469 15,242 18,340 60,997
Advertising . .. ... 8,686 5,540 15,659 53,378 83,263
Depreciation and amortization .. ............ 1,793 1,743 2,042 2,380 7,958
Total operating expenses ................oo.... 51,194 48,130 62,914 110,790 273,028
Income (loss) from operations .............. Lo (19,246)  (11,663) 30,639 (13,713)  (13,983)
Other emMS . ...t 1,259 427 38 (198 - 1,526
Income (ldss) before benefit (provision) for income ‘
taxes ..... P (17,987) (11,236) 30,677  (13,911) (12,457
Benefit (provision) for income taxes ............. 6,164 3,829 (10,444) 6,380 5,929
Net'incor‘ne (loss) $(11,823) $ (7, 407) $ 20,233 . (7,531) $.(6,528)
Net income (loss) per common-share: : ' -
Basic................... e $ (0.20) $ 0.12) § 034 § (©12) $ (©.1n
Diluted ........ ... i $ (. 2008 (012) § 033 § (0.12) $ (01D

Significant quarterly fluctuations are descnbed in “Item 7. Management s Discussion’and Analysis of.
Results of Operations.” ‘ :
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[ and conson datu f Class A Common Stock Cemflcate

dt SJourtisennany MY Restated Stockholders Agreement dated May 30, 2003 among LeapFrog

At

]
and the mvesléﬁ‘s ftamed therein.

Form of Indemnification Ag]reement entered into by LeapFrog with each of its duectors and each

’0 Segment " K executive officers.

 The Comp éease dated November' 14, 2000, between Hollis Stréet Investors, LLC and LeapFrog, as
Company reCO’”«nded

International anc.

those described in Nu

13.04(a) f

105@) t
"+ W6(a) +

07t

17.08(a) +
1509¢a) +

10.10a) *
10.11(a) ¥
10.12%

10.13(a)
10.15(c)+

10.22(a)

10.28(c)t
10.29(d)
10.30(e)+

10.32(e)t
10.33(H)1

10.38(g)

10.39(h)t
10.407
21.01

,,ndment dated March 7, 2005 to Net Lease, dated November 14, 2000 between Hollis
sstors, LLC and ﬂ,eapFrog

.
AmenaiZ et “S‘f‘shmted Stock Option Plan.
h the

" Amended and ReCated Employee Equlty Participation Plan. -

2002 Equity Incentive Plan. ‘

Form of Stock Option Agfeeme_rtt under the 2002 Equity 'Incentive Plan.

2002 Non-Employee Directors; Stock Option Plan. -

Form of Nonsta%\iitb‘ti/ Sl Option Agreement under the 2002 Non-Employee Directors’ Stock

Option Plan.

2002 Employee Stock 'Pt%rchase Plan.
Form of Offering under the 2002 Employee Stock Purchase Plan.

Compensation Arrangemems between LeapFrog and its Board of Directors (the description
contained under the headmg “Compensation of Directors” in LeapFrog’s definitive proxy materials
filed with the SEC on Aprll 22, 2005 is incorporated herein as Exhibit 10.12).

Employment Agreemen‘t dated as of April 1, 2002, between Thomas J. Kalinske and LeapFrog.

Employment Agreement, effective as of November 1, 2003, between Timothy Bender and
LeapFrog.

Tax Sharing Agreemeﬁlt dated as of July 3, 2002, between Knowledge Universe, Inc. and
LeapFrog.

Employment Agreement, effective as of February 10, 2004, between Jerome Perez and LeapFrog.
Industrial Lease by an}d between SP Kaiser Gateway I, LLC and LeapFrog dated March 31, 2004.

Employment Agreem%nt, dated effective as of September 21, 2004, between Kathryn E. Olson and
LeapFrog.

Form of Stock Bonus/ Agreement under the 2002 Equity Incentive Plan.

Employment Agreem(enn effective as of November 11, 2004, between William B. Chiasson and
LeapFrog. ’

Credit Agreement between the financial institutions named therein, Banc of America Securities
LLC, Bank of Amerlca N.A. and LeapFrog as the Borrower dated as of November 8, 2005.

Form of LeapFrog %002 Equity Incentive Plan Restricted Stock Unit Award Agreement.
Form of Leapfrog 2@02 Equity Incentive Plan Performance Share Award Agreement.

List of Subsidiaries!

_—
————




23.01 Consent of Independent Registered Public Accounting Firm.

24.01 ,P,Q?Mer of Attorney (see signature page to this Form 10-K).
31.01 Cemﬁcatmn of the Ch;ef Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of
2002.
31.02 Certification of the Chief Financial Officer Pursuant to Section 302 of the Sarbanes—Oxley Act of
2002. -
32.01 Certification of the Chief Executive Officer and the Chief Financial Officer Pursuant to Section 906
of the Sarbanes-Oxley Act of 2002.
(a) Incorporated by reference to the same numbered exhibit previously filed with the company’s regxstratlon
statement on Form S-1 (SEC File No. 333-86898)
(b) Incorporated by reference to the same numbered exhibit previously filed with the company s report on Form
10-Q filed on August 12, 2003 (SEC File No. 001-31396) :
(c) Incorporated by reference to the same numbered exhibit previously filed with the company’s report on Form
10-K filed on March 12, 2004 (SEC File No, 001-31396)
(d) Incorporated by reference to the same numbered exhibit previously filed with the company ] report on Form
10-Q filed on May 10, 2004 (SEC File No. 001-31396)
(e) Incorporated by reference to the same numbered exhibit previously filed with the company’s report on Form
10-Q filed on November 9, 2004 (SEC File No. 001-351396)
(f) Incorporated by reference to the same numbered exhibit previously filed with the company’s report on Form
10-K filed on March 29, 2005 (SEC File No. 001-31396)
(g) Incorporated by reference to the same numbered exhibit previously filed with the company’s report on Form
10-Q filed on November 9, 2005 (SEC File No. 001-351396) ‘
(h) Incorporated by reference to exhibit number 10.1 previously filed with the company’s report oh Form 8-K
filed on December 14, 2005 (SEC File No. 001-351396)
T Compensation plans or arrangements in which directors or executive officers are eligible to participate.



LEAPFROG ENTERPRISES, INC.
l‘6401 Hollis Street, Suite 100

Emeryvﬂle California 94608

J
NOTICE OF ANNUAL MEETING OF STOCKHOLDERS

To Be Held On Friday, June 16, 2006

Dear Stockholder: }!

You are cordially invited to attend the annual meeting of stockholders of LeapFrog Enterprises, Inc., a
Delaware corporation. The meeting will be held on Friday, June 16, 2006 at 9:00 a.m. local time at our
headquarters located at 6401 Hollis StreetH Suite 100, Emeryville, California for the following purposes:

1. To elect eight directors to serve for the ensuing year and until their successors are elected.

2. To approve the 2002 Non- Employee Directors’ Stock Optlon Plan, as amended, to increase the
aggregate number of shares of common stock authorized for issuance under the plan by 500,000 shares
and to add restricted stock, restqcted stock unit awards, performance stock awards and stock
appreciation rights to the types 6f awards available for grant under the plan.

3. To approve the 2002 Equity Inc?nt1ve Plan, as amended, to increase the aggregate number of shares of
common stock authorized for issuance under the plan by 2,000,000 shares and to expand the types of

awards available for grant under the plan.

4. Toratify the selection by the Al#dlt Committee of the board of directors of Ernst & Young LLP as the

independent registered public achountmg firm of LeapFrog for our fiscal year ending December 31,
2006. |

5. To{c?c?ﬁduct,any other business p‘roperly brought before the meeting.
These items of business are more fu]fy described in the proxy statement accompanying this notice.

The record date for the annual meetm‘g is April 18, 2006. Only stockholders of record at the close of
business on that date may vote at the meetmg or any adjournment thereof.

By Order of the Board of Directors

Peter M. O. Wong
Corporate Secretary

|
|

srdially invited to attend the meeting in person. Whether or not you expect to attend the
-please complete, date, sign and return the enclosed proxy as promptly as possible in order to
/gur representation at the meetmg A return envelope (which is postage prepaid if mailed in the
. el States) is enclosed for your convenience. Even if you have voted by proxy, you may still vote in
-7 person if you attend the meeting. Plea‘se note, however, that if your shares are held of record by a
broker, bank or other nominee and you wish to vote at the meeting, you must obtain a proxy issued in
your name from that record holder. u

|
b
|
[
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LEAPF ROG ENTERPRISES, INC.

\l 6401 Hollis Street, Suite 100
| Emeryville, California 94608

| PROXYSTATEMENT . .
FOR THE 2006 ANNUAL MEETING OF STOCKHOLDERS

QUESTIONS AND ANSWERS ABOUT THIS PROXY MATERIAL AND VOTING
‘\

Why am I receiving these materlals"*}

We sent you thlS proxy statement and the enclosed proxy card because the board of directors of LeapFrog
Enterprises, Inc. is soliciting your proxy to vote at the 2006 annual meeting of stockholders. You are invited to
attend the annual meeting and we request that you vote on the proposals described in this proxy statement.
However, you do not need to attend the‘meetmg to vote your shares. Instead you may simply complete, sign and
return the enclosed proxy card. ! ‘

|
We intend to mail this proxy stater;nent and accompanying proxy card on'or about April 26, 2006 to all

stockholders of record entitled to vote at the annual meeting.
)

L

Who can vote at the annual meeting"‘\‘\

Only stockholders of record at the close of business on April 18, 2006 will be entitled to vote at the annual
meeting. On this record date, there Were 35,102,460 shares of Class A common stock and 27,614,176 shares of

Class B common stock outstanding and Henntled to vote.

: I
Stockholder of Record: Shares Regist"erea’ in Your Name

If on April 18, 2006 your shares ofﬁLeapFrog s Class A common stock were registered directly with
Continental StO"K Transfer and Trust Company, our transfer agent for our Class A common stock, or your shares
of LeapFr. . B common stock were registered directly with LeapFrog, then you are a stockholder of
record. As a st\ . [der of record, you may vote in person at the meeting or vote by proxy. Whether or not you
plan to attend the vetlng, we urge you t to fill out and return the enclosed proxy card to ensure your vote is
counted. r\

I

[
Beneficial Owner: Shares Registered in the Name of a Broker or Bank
If on April 12 2077 - 4o -',,ares we"re\held in an account at a brokerage firm, bank, dealer, or other similar
organization, then you are the- neﬁcxal”owner of shares held in “street name” and these proxy materials are
being forwi.: <d to you by that orgamzatlon The organization holding your account is considered the
stockhr +. record for purposes of Votmg at the annual meeting. As a beneficial owner, you have the right to
d «ur broker or other agent on how\\to vote the shares in your account. You are also invited to attend the
e aal meeting. However, since you are “not the stockholder of record, you may not vote your shares in person at
> meeting »=1~~~ -3 request and obtaln a valid proxy from your broker or other agent.
xi
Emeryville, Califorr vn? 3’

April 26, 2006 ‘\
e election of all eight of our Idlrectors

You are c: . .
me:tu:; .proval of ..z proposed amendment of our 2002 Non-Employee Directors’ Stock Option Plan to
ensure v."Tease by 500,000 shares the \nurnber of shares of common stock authorized for issuance under the

Tinse~7 ionond to add restricted stock restricted stock unit awards, performance stock awards and stock
I p
apyps eciation rights to the types “ of awards available for grant under the plan;

\! 1
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3. Approval of the proposed amendment of our 2002 Equity Incentive Plan to increase by 2,000,000
shares the number of shares of common stock authorized for issuance under the plan and to expand the
types of awards available for grant under the plan; and

4. Ratification of Ernst & Young LLP as the independent registered public accounting firm of LeapFrog
for our fiscal year ending December 31, 2006.

How do I vote?

You may either vote “For™ all the nominees to the board of directors or you may “withhold” your vote for
any nominee(s) you specify. For each of the other matters to be voted on, you may vote “For” or “Against” or
abstain from voting. The procedures for voting are as follows:

Stockholder of Record: Shares Registered in Your Name

If you are a stockholder of record, you may vote in person at the annual meeting or vote by proxy using the
enclosed proxy card. Whether or not you plan to attend the meeting, we urge you to vote by proxy to ensure your
vote is counted. You may still attend the meeting and vote in person if you have already voted by proxy.

*  To vote in person, come to the annual meeting and we will give you a ballot when you arrive.

+  To vote using the proxy card, simply complete, sign and date the enclosed proxy card and return it
promptly in the envelope provided. If you return your signed proxy card to us before the annual
meeting, we will vote your shares as you direct.

Beneficial Owner. Shares Registered in the Name of Broker or Bank

If you are a beneficial owner of shares registered in the name of your broker, bank or other agent, you
should have received a proxy card and voting instructions with these proxy materials from that organization
rather than from LeapFrog. Simply complete and mail the proxy card to ensure that your vote is counted. To vote
in person at the annual meeting, you must obtain a valid proxy from your broker, bank or other agent. Follow the
instructions from your broker, bank or other agent included with these proxy materials, or contact your broker,
bank or other agent to request a proxy form.

What if I return a proxy card but do not make specific choices?

If you return a signed and dated proxy card without marking any voting selections, your shares will be voted
“For” the election of all eight nominees for director and “For” the proposed amendments to our 2002
Non-Employee Directors’ Stock Option Plan and our 2002 Equity Incentive Plan and the ratification of Ernst &
Young LLP as the independent registered public accounting firm of LeapFrog for our fiscal year ending
December 31, 2006. If any other matter is properly presented at the meeting, your proxy (one of the individuals
named on your proxy card) will vote your shares using his best Judgment

Who is paying for this proxy solicitation?

We will pay for the entire cost of soliciting proxies. In addition to these mailed proxy materials, our
directors and employees may also solicit proxies in person, by telephone or by other means of communication.
Directors and employees will not be paid any additional compensation for soliciting proxies. We may also
reimburse brokerage firms, banks and other agents for the cost of forwarding proxy materials to beneficial

Oowners.

What does it mean if I receive more than one proxy card?

If you receive more than one proxy card, your shares are registered in more than one name or are registered
in different accounts. Please complete, sign and return each proxy card to ensure that all of your shares are voted.




Can I change my vote after submitting my proxy?
\
Yes. You can revoke your proxy, at any time before the final vote at the meeting. If you are the record holder

of your shares, you may revoke your proxy in any one of three ways:
|
1. You may submit another properly completed proxy card with a later date.

2. Youmay send a written notrce that you are revoking your proxy to LeapFrog s Corporate Secretary at
6401 Hollis Street, Suite 100 Emeryville, California 94608.

3. You may attend the annual meetmg and vote in person. Simply attending the meeting will not, by itself,
revoke your proxy. Please remember as mentioned above, if you are a beneficial owner of shares you
may not vote your shares i in person at the meeting unless you request and obtain a valid proxy from

your broker, bank or other z“lgent who holds your shares in street name.

\\
If your shares are held by your broker or bank as a nominee or agent, you should follow the instructions
provided by your broker or bank. |

|

When are stockholder proposals due for next year’s annual meeting?

|

To be considered for inclusion in next year’s proxy materials, your proposal must be submitted in writing by
December 27, 2006 to LeapFrog’s C?rporate Secretary at 6401 Hollis Street, Suite 100, Emeryville, California
94608. If you wish to submit a proposal that is not to be included in next year’s proxy materials or nominate a
director, you must do so between February 16, 2007 and March 19, 2007. You are also advised to review
LeapFrog’s bylaws, which contain add1t10na1 requrrements about advance notice of stockholder proposals and
director nominations. H

How are votes counted? I

Votes will be counted by the inspector of election appointed for the meeting, who will separately count

“For” and “Withhold” and, with respe%ct to proposals other than the election of directors, “Against” votes,
abstentions and broker non-votes. Ab“stentlons will be counted towards the vote total for each proposal, and will
have the same effect as “Against” Votes Broker non-votes have no effect and will not be counted towards the

vote total for any proposal. A “broker‘ non-vote” occurs when a nominee holding shares for a beneficial owner
does not vote on a particular proposal because the nominee does not have discretionary voting power with respect
to that proposal and has not received mstructrons with respect to that proposal from the beneficial owner (despite
voting on at least one other proposal for which it does have discretionary authority or for which it has received
1nstruct10ns) \

If your shares are held by your b’roker as your nominee (that is, in “street name”), you will need to obtain a
proxy form from the institution that h‘r)lds your shares and follow the instructions included on that form regarding
how to instruct your broker to vote yo“ur shares. If you do not give instructions to your broker, your broker can
vote your shares with respect to “dlscretronary items, but not with respect to “non-discretionary” items.

Discretionary items are proposals conmdered routine under the rules of the New York Stock Exchange on which
your broker may vote shares held in speet name in the absence of your voting instructions. On non-discretionary
items for which you do not give your broker instructions, the shares will be treated as broker non-votes.

‘\
\
How many votes are needed to approve each proposal?

*  Proposal 1—Election of tﬂe Directors. The eight nominees receiving the most “For” votes (among

votes properly cast in persoF or by proxy) will be elected. Broker non-votes will have no effect.

*  Proposal 2—Amendment ?f the 2002 Non-Employee Directors’ Stock Option Plan. This proposal
must receive a “For” vote fr‘om the majority of shares present and entitled to vote either in person or by
proxy on the proposals. If you “Abstain” from voting, it will have the same effect as an “Against” vote.

|
Broker non-votes will have “ no effect.

ﬁx@@




*  Proposal 3—Amendment of the 2002 Equity Incentive Plan. This proposal must receive-a “For”
vote from the majority of shares present and entitled to vote either in person or by proxy on the
proposals. If you “Abstain” from voting, it will have the same effect as an “Against” vote. Broker
non-votes will have no effect. ”

«  Proposal 4—Ratification of the Selection by the Audit Committee of the Board of Directors of
Ernst & Young LLP as the Independent Registered Public Accounting Firm of LéapFrog for Our
Fiscal Year Ending December 31, 2006. This proposal must receive a “For” vote from the majority of
shares present and entitled to vote either in person or by proxy on the proposals. If you “Abstain” from
voting, it will have the same effect as an “Against” vote. Broker non-votes will have no effect.

What is the quorum requirement?

A guorum of stockholders is necessary to hold a valid meeting. A quorum will be present if at the meeting
or by proxy there is represented the holders of outstanding shares of Class A and Class B common stock entitled
to cast a majority of the votes that could be cast by all outstanding shares of Class A and Class B common stock
voting together as a class. On the record date, there were 35,102,460 shares of Class A common stock .
outstanding and 27,614,176 shares of Class B common stock outstanding, all of which are entitled to vote and
represent a total of 311,244,220 votes. Thus shares representing at least 155,622,111 votes must be represented at
the meeting or by proxy to have a quorum.

Your votes will be counted towards the quorum only if you submit a valid proxy vote or vote at the meeting.
Abstentions and broker non-votes will be counted towards the quorum requirement. If there is no quorum, a
majority of the votes present at the meeting may adjourn the meeting to another date.

" How many votes do I have?

On each matter to be voted upon, for holders of our Class A common stock, you have one vote for each
share of Class A common stock you owned as of April 18, 2006, and for holders of our Class B common stock,
you have ten votes for each share of Class B common stock you owned as of April 18, 2006.

How can I find out the results of the voting at the annual meeting?

Preliminary voting results will be announced at the annual meeting. Final voting results will be published in
our quarterly report on Form 10-Q for the second quarter of 2006.
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SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Controlling Stockholder

As of April 3, 2006, Lawrence J. Ellison, through entities controlled by him, held a majority of the voting
power of our outstanding stock. As a result, Mr. Ellison controls the election of all members of our board of
directors and all other matters submitted to a vote of our stockholders. Mr. Ellison is Chief Executive Officer of
Oracle Corporation.

Beneficial Ownership of Our Common Stock

The following table sets forth certﬂam information regarding the ownership of LeapFrog’s common stock as
of April 3, 2006 by: (i) each director; (n) each of the executive officers named in the Summary Compensation
Table below; (iii) all executive ofﬁcers and directors of LeapFrog as a group; and (iv) all those known by
LeapFrog to be beneficial owners of m”ore than five percent of our common stock. Information with respect to
beneficial ownership has been furnish?d by each director, executive officer or beneficial owner of more than five
percent of the shares of our common stock, as the case may be, and Schedules 13D and 13G filed with the
Securities and Exchange Commission,
\

Beneficial ownership is determined in accordance with SEC rules, which generally attribute beneficial
ownership of securities to each person. “‘Who possesses, either solely or shared with others, the power to vote or
dispose of those securities. These rulesJ] also treat as outstanding all shares of capital stock that a person would
receive upon exercise of stock options held by that person that are immediately exercisable or exercisable within
60 days of the determination date, Whl(‘)h in our case is April 3, 2006. These shares are deemed to be outstanding
and to be beneficially owned by the pe{son holding those options for the purpose of computing the number of
shares beneficially owned and the percentage ownership of that person, but they are not treated as outstanding for
the purpose of computing the percentaé‘e ownership of any other person. Unless otherwise indicated and to the
extent known, the persons or entities 1dent1f1ed in this table have sole voting and investment power with respect

to all shares shown as beneficially owned by them, subject to applicable community property laws.

w




Beneficial Ownership of Our Common Stock (continned)

Pegceng?gedof
N . ombine
Number of %)hv:;isd Beneficially Percentage oOf‘Ellllea;(els)BeneﬁClally 0}’2‘1‘,“%‘2;’5‘::&

. Class A Class B Total Class A Class B Total(2) Stock(3)
Lawrence J. Ellison(4) .. ... - — 16,585,345 16,585,345 — 60.1% 265% 53.3%
Michael R. Milken(5) ..... 1,601,789 9,387,732 10,989,521 4.6% 340% 17.5% 30.7%
Lowell J. Milken(6) ....... 458,931 5940465 6,399,396 13% 2135% 102% 19.2%
Snow Capital Management,

LP(T) ..ol 3,839,763 — 3,839,763 11.0% — 6.1% 1.2%
Third Avenue ‘

Management(8) ........ 5,343,052 — 5343052 152% — 8.5% 1.7%
Prentice Capital '

Management(9) ........ 2,498,965 —_ 2,498,965 71% — 4.0% *
Thomas J. Kalinske(10) . ... 662,101 1,107 663,208 1.9% * 1.1% *
Jerome J. Perez(11) ....... 447,733 —_ 447733 - 13%  — Tk *
Timothy M. Bender(12) ... 122,666 — 122,666 * — * *
Steven B. Fink(13) ....... 08,238 16,635,345 16,733,583 * 602% 26.7% 53.5%
Stanley E. Maron(14) ..... 72,052 168 © 72,220 * * * *
William B. Chiasson(15) . .. 65,749 — 65,749 * — * *
Kathryn E. Olson(16) ..... 56,944 — 56,944 * — * *
E. Stanton McKee(17) .. ... 44,583 — 44,583 * — * *
Paul A. Rioux (18)........ 21,799 — 21,799 * — * *
Ralph R. Smith(19) ....... 12,811 — 12,811 * — * *
Caden Wang(20) ......... 12,811 — 12,811 * — * *
Jeffrey G. Katz(21) ....... 9,547 — 9,547 * — * *
David C. Nagel(22) ....... 6,666 — 6,666 * — * *
All directors and executive :

officers as a group (18 _

persons)(23) ........... 1,451,541 16,636,620 18,143,598 43% 602% 28.9% 53.9%

*  Less than one percent.

(1) Based on 35,058,362 shares of Class A common stock and 27,614,176 shares of Class B common stock
outstanding as of April 3, 2006. Unless otherwise indicated in the footnotes to this table, the applicable
address for each of our directors and executive officers is ¢c/o LeapFrog Enterprises, Inc., 6401 Hollis Street,
Suite 100, Emeryville, California 94608.

(2) These percentages reflect the ownership of our Class A common stock and our Class B common stock on an
as-converted basis assuming the conversion of all Class B common stock to Class A common stock.

(3) These percentages reflect the different voting rights of our Class A common stock and our Class B common
stock. On all matters submitted to a vote of our stockholders, our Class A common stock entitles its holders
to one vote per share and our Class B common stock entitles its holders to ten votes per share.

(4) Includes 16,585,345 shares of Class B common stock held indirectly by Mr. Ellison through Mollusk
Holdings, LLC, which is controlled by Cephalopod Corporation and Lawrence Investments, LL.C, which are
also reported as beneficially owned by Mr. Fink and over which Mr. Ellison shares voting and investment
power,

The address for Mollusk Holdings, LLC is c/o Philip B. Simon, 101 Ygnacio Valley Road, Suite 310,
Walnut Creek, CA 94596.
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Includes:

* 5,039,937 shares of Class B|common stock and 1,601,789 shares of Class A common stock held
directly by Mr. M. Milken; ‘

* 4,336,216 shares of Class Bjcommon stock held indirectly by Mr. M. Milken through ET Holdings,
LLC, which are also benefig}ally owned by Mr. L. Milken and over which Mr. M. Milken has shared
voting and investment power; and ‘

¢ 11,579 shares of Class B cortnmon stock held indirectly by Mr. M. Milken through Hampstead
Associates, LLC, which are also beneficially owned by Mr. L. Milken and over which Mr. M. Milken

has shared voting and mvest‘ment power. _
I
The address for Mr. M. M1lken‘\1s c/o Maron & Sandler, 1250 Fourth Street, Suite 550, Santa Monica,
California 90401.

Includes: “

1,592,670 shares of Class B common stock and 416,845 shares of Class A common stock held directly
by Mr. L. Milken; }]

e . 42,086 shares of Class A cm‘rl‘xmon stock held in a trust of which Mr. L. Milken is a trustee;

e 4,336,216 shares of Class B ¢ common stock held indirectly by Mr. L. Milken through ET Holdings,
LLC, which are also beneﬁmal]y owned by Mr. M. Milken and over which Mr. L. Milken has shared
voting and investment powe: and

s 11,579 shares of Class B conkulmon stock held indirectly by Mr. L. Milken through Hampstead
Associates, LLC, which are also beneficially owned by Mr. M. Milken and over which Mr. L. Milken
has shared voting and investment power.

The address for Mr. L. Milken is ¢/o Maron & Sandler, 1250 Fourth Street, Suite 550, Santa Monica,
California 90401.

Based solely on information pr0v1“fied in a Schedule 13G filed on January 23, 2006 by Snow Capital
Management, L.P., or Snow Capital. Snow Capital has sole voting and dispositive power over 3,839,763
shares. The address for Snow Cap1ta1 is 2100 Georgetowne Drive, Suite 400, Sewickley, Pennsylvania

15143. |

Based solely on information proviﬁied in a Schedule 13G filed on February 15 2006 by Third Avenue
Management LLC, or Third Avenue Third Avenue has sole voting power over 5,149,327 shares and sole
dispositive power over 5,343,052 shares. The address for Third Avenue is 622 Third Avenue, 32 Floor,

New York, New York 10017.

Based solely on information pr0v1ded in a Schedule 13G filed on February 14, 2006 by Prentice Capital
Management, LP, or Prentice Caplﬂtal Prentice Capital has shared voting and dispositive power over

2,498,965 shares. The address for Prentice Capital is 623 Fifth Avenue, 32 Floor, New York, New York
10022,

(10) Includes 319,722 shares of Class A common stock .issuable upon the exercise of options that are exercisable

(11) Includes: |

within 60 days of April 3; 2006.

¢ 8,567 shares of Class A comnﬁon stock issued upon the vesting of a stock bonus award to Mr. Perez in
2004, the remaining 26,667 shares of Class A common stock issued to Mr. Perez under this stock

bonus award are subject to repurchase by LeapFrog until Mr. Perez’s ownership vests in equal annual
installments on the second and third anniversaries of the date the stock bonus award was granted to

Mr. Perez by the Compensatm”n Committee of our board of directors. Following his resignation as
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LeapFrog’s President in February 2006, Mr. Perez is providing consulting services to LeapFrog and his
ownership in the shares represented by the stock bonus award will continue to vest so long as he
provides LeapFrog with such consulting services; and

» 412,499 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006.

(12) Includes 122,666 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006.

(13) Includes:

« 08,238 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006; and

* 16,585,345 shares of Class B common stock presently held by Mollusk Holdings, LL.C. Mr. Fink is the
Chief Executive Officer of Lawrence Investments, LLC, which is one of the two managing members of
Mollusk Holdings, LLC. These shares are also reported as beneficially owned by Mr. Ellison. Mr. Fink
disclaims beneficial ownership of these securities except to the extent of his pecuniary interest therein.

« 50,000 shares of Class B common stock presently held prorata by ET Holdings, LLC, Mollusk
Holdings, LLC and Michael R. Milken based on the number of shares of LeapFrog’s Class B common
stock distributed by Krest LLC to each of such three stockholders in September 2005, which may be
acquired by Mr. Fink within 60 days of April 3, 2006 upon the exercise of a call option that each of
such three stockholders has granted to Mr. Fink. Mr. Fink shares voting and investment power with
respect to these shares with each of such three stockholders.

The address for Mr. Fink is 1250 Fourth Street, Suite 550, Santa Monica, California 90401.

(14) Includes 63,083 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006. The address for Mr. Maron is 1250 Fourth Street, Suite 550, Santa
Monica, California 90401.

(15) Includes 65,749 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006. '

(16) Includes:.

* 6,425 shares of Class A common stock issued upon the vesting of a stock bonus award to Ms. Olson in
2004, the remaining 15,000 shares of Class A common stock issued to Ms. Olson under this stock
bonus award are subject to repurchase by LeapFrog until Ms. Olson’s ownership vests in equal annual
installments on the second and third anniversaries of the date the stock bonus award was granted to
Ms. Olson by the Compensation Committee of our board of directors; and

* . 35,519 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006.

(17) Includes 44,583 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006.

(18) Includes 9,166 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006.

(19) Includes 12,811 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006. The address for Mr. Smith is c/o The Annie E. Casey Foundation, 701 St.
Paul Street, Baltimore, Maryland 21202. '

(20) Includes 12,811 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006.




(21) Includes 9,547 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006. 1 .

(22) Includes 6,666 shares of Class A common stock issuable upon the exercise of options that are exercisable
within 60 days after April 3, 2006. | :

(23) See footnotes 10 through 22 above, “‘Jas applicablé Mr. Perez i is not included as an executive officer as he was

no longer serving as an executive officer of LeapFrog as of April 3, 2006, the date of the information in the

table. Includes 82,530 shares of Class A common stock held by our executive officers who are not named

executive officers, provided that LeJ:apFrog has the right to répurchase 12,000 of these shares until the shares
vest in three equal annual mstallmepts and 30,001 of these shares until the shares vest in two equal annual

installments. Also includes 238,481 shares of Class A common stock issuable upon the exercise of options
that are exercisable within 60 days: after April 3, 2006 held by executive officers who are not named in the

Summary Compensation Table bel [I)W.
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PROPOSAL ONE
ELECTION OF DIRECTORS

Pursuant to our certificate of incorporation, the number of LeapFrog directors has been fixed at 11 by a
resolution of our board of directors. There are eight nominees for director at this annual meeting. One of our
current directors, Mr. Rioux, is not standing for re-election. Qur board is currently seeking suitable nominees to
fill at least some of the vacancies and is also in the process of determining whether to reduce the number of
directors on our board of directors to a number less than 11. Stockholders cannot vote or submit proxies for a
greater number of persons than the eight nominees named in this Proposal One. Each director to be elected will
- hold office until the next annual meeting of stockholders and until his successor is elected, or until the director’s
death, resignation or removal. Each nominee listed below is currently a director of LeapFrog. Each of these
directors was elected by the stockholders, except for Mr. Katz and Dr. Nagel, who were appointed by our board
of directors in June 2005 and September 2005, respectively, to fill vacancies created by the resignation of two of
our former board members. A third party search firm engaged by us to identify and evaluate director candidates
identified Dr. Nagel as a possible candidate for our board, and our Chairman of the board identified Mr. Katz as a
possible candidate for our board. Our Chairman of the board, who is also the Chairman of the Nominating and
‘Corporate Governance Committee of our board of directors, reviewed and evaluated, using the guidelines
adopted by our board, Mr. Katz and Dr. Nagel as candidates to serve as directors on our board. Our Chairman, in
his capacity as Chairman of the Nominating and Corporate Governance Committee, recommended to our board
that Mr. Katz and Dr. Nagel be appointed to our board of directors.

It is LeapFrog’s policy to encourage nominees for directors to attend the annual meeting. Five directors
attended our 2005 annual meeting of stockholders.

Directors are elected by a plurality of the \{otes properly cast in person or by proxy. The eight nominees
receiving the highest number of affirmative votes will be elected. Shares represented by executed proxies will be
voted, if authority to do so is not withheld, for the election of the eight nominees named below. If any nominee
becomes unavailable for election as a result of an unexpected occurrence, your shares will be voted for the
election of a substitute nominee proposed by LeapFrog’s management. Each person nominated for election has
agreed to serve if elected. Our management has no reason to believe that any nominee will be unable to serve.

The following table sets forth information as of April 3, 2006 with respect to the nominees for election to
our board of directors:

Nominees
N_anls égc_: Position/Office Held With LeapFrog
StevenB. Fink . ................. 55 Chairman of the board
Thomas J. Kalinske .............. 61 Chief Executive Officer and Director
JeffreyG. Katz ............... .. 50 Director
StanleyE. Maron ............... 57 Director
E. Stanton McKee, Jr. ........... 61 Director
DavidC.Nagel ................. 60 Director
RalphR.Smith ................. 58 Director
CadenWang ................... 53 Director

Steven B. Fink was elected to our board of directors in March 1999 and was appointed as Chairman of our
board in February 2004. Mr. Fink has been the Chief Executive Officer of Lawrence Investments, LLC, a
technology and biotechnology private equity investment firm that is controlled by Lawrence J. Ellison, since
May 2000. Mr. Fink also serves as a Vice Chairman of Knowledge Universe (now renamed Krest LLC), a private
company focused on building leading companies in areas relating to education, technology and career

10




management and the improvement of mdividual and corporate performance, a position he has held since 1996.
From 1981 to 1986, Mr. Fink served as Chief Executive Officer and Chairman of the board of directors of
Anthony Manufacturing Company, a spe01alty glass and conductive coatings manufacturer. He currently serves
as Vice Chairman of Heron Internatlor}al a European real estate development company. He is a director of
Nextera Enterprises, a former prov1derﬂ of economic consulting services that has sold its operating businesses;,
Nobel Learning Communities, Inc., a non-sectarian, for-profit provider of education and educational services for
the pre-elementary through 12th grade|market; C-COR Incorporated, a provider of operations support software
and technical services; and Spring Group plc, an information technology services company in the United
Kingdom. Mr. Fink also serves on the poards of directors of privately held companies and on the board of
trustees of the American College of Physicians Foundation. Mr. Fink has a B.S. from the University of
California, Los Angeles and a J.D. and \an L.L.M. from New York University, Mr. Fink has served as the
Chairman of our Nominating and Corporate Governance Committee since April 2004 and as a member of our
Compensation Committee since April 2005

Thomas J. Kalinske has served as ﬁ)ur Chief Executive Officer since February 2004 and previously served in
that capacity from September 1997 to March 2002. He has served on our board of directors since September
1997 and was the Chairman of our boar‘d of directors from September 1997 to February 2004. From 1996 to
February 2004, Mr. Kalinske served as the President of Knowledge Universe LLC (now renamed Krest LLC), a

private company focused on building leading companies in areas relating to education, technology and career
management and the improvement of individual and corporate performance. From 1990 to 1996, he served as
President and Chief Executive Officer o‘ff Sega of America. Prior to that, he was President and Chief Executive
Officer of the Universal Matchbox Group from 1987 to 1990. Prior to that, he served as President and Co-Chief
Executive Officer of Mattel, Inc. Mr. K<‘1linske has served as Chairman of the Toy Manufacturers Association of
America, and in 1997, he was inducted 1[nt0 the Toy Industry Hall of Fame. He is the non-executive Deputy
Chairman of the board of Spring Group \plc an information technology services company in the United
Kingdom. Mr. Kalinske is a past board rpember of the National Education Association Foundation for the
Improvement of Education and of the RAND Education Board. He earned a B.S. from the University of
Wisconsin and an M.B.A. from the Umversny of Anzona

|
i

Jeffrey G. Katz was appointed to ouﬂr board of directors in June 2005. He served as the Chairman and Chief

Executive Officer of Orbitz, Inc. from 2(?00 to 2004 . From 1997 to 2000, Mr. Katz was President and Chief
Executive Officer of Swissair. From 1980 to 1997, he served in a variety of roles at American Airlines, including
Vice President of American Airlines andﬁ President of the Computerized Reservation System Division of SABRE.
Mr. Katz serves on the board of directors of Northwest Airlines Corporation, a publicly held airline, and is a
member of their Audit Committee, and also serves on the boards of a privately held company and City of Hope
National Cancer Research Institute. Mr. %‘(atz received a B.S. in mechanical engineering from the University of
California, Davis, and holds M.S. degrees from both Stanford University and the Massachusetts Institute of
Technology. Mr. Katz has served on our ‘Audit Committee and Nominating and Corporate Governance

Committee since June 2005.

Stanley E. Maron was elected to our|board of directors in September 1997. Since 1994, he has served as a
senior partner in the law firm of Maron & Sandler, a Professional Corporation, which he co-founded. He
specializes in corporate and tax law. Pnor to forming Maron & Sandler, he was a senior partner in the Los
Angeles law firm of Buchalter, Nemer, F1elds & Younger, serving the firm from 1975 to 1994. Mr. Maron
currently serves as a director of Nextera E‘,nterpnses Inc., a former provider of economic consulting services that
has sold its operating businesses, and also serves as an officer and director of numerous privately held
companies. Mr. Maron received a B.A. from the University of California, Berkeley and a J.D. from the

University of California, Los Angeles.
E. Stanton McKee, Jr. has served on OL%I‘ board of directors since November 2003. Until retiring in 2002,
Mr. McKee was the Executive Vice President and Chief Financial and Administrative Officer of Electronic Arts Inc.,

the world’s largest developer and publisher of interactive entertainment. Mr. McKee joined Electronic Arts Inc. in 1989
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and served as Chief Financial and Administrative Officer for over 13 years. Mr. McKee holds B.A and M.B.A. degrees
from Stanford University. Mr. McKee has served as the Chairman of our Audit Committee since November 2003.

David C. Nagel was appointed to our board of directors in September 2005. He has served as the President,
Chief Executive Officer and a director of PalmSource, Inc., a provider of operating system software platforms for
smart mobile devices, since December 2001. From September 2001 to December 2001, he was Chief Executive
Officer of the Platform Solutions Group at Palm, Inc. (now palmOne Inc.}, which sells smart mobile devices.
Prior to joining Palm, from April 1996 to September 2001, Dr. Nagel was chief technology officer of AT&T
Corp., a communications service provider, President of AT&T Labs, a corporate research and development unit
of AT&T, and Chief Technology Officer of Concert, a partnership between AT&T and British Telecom. Prior to
his tenure with AT&T, from 1988 to 1996, he held various positions at Apple Computer, a manufacturer of
personal computing devices, the last of which was Senior Vice President, Research and Development.

Dr. Nagel’s earlier positions at Apple Computer included General Manager and Vice President, Apple Soft, and
Vice President, Advanced Technology. Dr. Nagel serves on the board of directors and Audit Committee of .
Nuance Communications, Inc., a voice automation technology software company, the board of directors and
Compensation Committee of Liberate Technologies, Inc., an interactive television software company, the board
of directors of Tessera Technologies, Inc., a developer of semiconductor packaging technology, and the board of
directors of ArcSoft, Inc., a privately-held developer of multimedia software for electronic devices. Before
joining Apple, he was head of human factors research at Ames Research Center. Dr. Nagel has a B.S. and an
M.S. in engineering and a Ph.D. in experimental psychology from the University of California, Los Angeles.

Dr. Nagel has served on our Compensation Committee since February 2006.

Ralph R. Smith has served on our board of directors since April 2005. He currently serves as Senior Vice
President of The Annie E. Casey Foundation, a private philanthropy dedicated to helping build better futures for
disadvantaged children in the United States. Since 2004, Mr. Smith has served on the board of directors of Nobel
Learning Communities, Inc., a non-sectarian, for-profit provider of education and educational services for the
pre-elementary through 12th grade market, and serves as a member of their Nominating and Corporate
Governance Committee. He is also a member of the board of directors of Venture Philanthropy Partners, a
non-profit philanthropic investment organization serving the National Capital Region. From 1975 to 1997,

Mr. Smith was a member of the faculty of the Law School of the University of Pennsylvania, teaching corporate
law, securities regulations, and education law and policy. Mr. Smith also has held a number of senior leadership
positions for the School District of Philadelphia, including Chief of Staff and Special Counsel. Mr. Smith
received his undergraduate degree from Loyola University of Los Angeles, a I.D. from the University of ,
California, Los Angeles and served as a Teaching Fellow and L.L.M/S.J.D. candidate at Harvard University.
Mr. Smith has served on our Nominating and Corporate Governance Committee since April 2005 and on our
Compensation Committee since June 2005.

Caden Wang has served on our board of directors since April 2005. Since October 2003, Mr. Wang has
served on the board of directors of bebe Stores, Inc., a publicly held company that designs, develops and
produces women’s apparel and accessories, and is the chairman of their Audit Committee and a member of their
Nominating and Corporate Governance Committee. Since August 2005, Mr. Wang has served on the board of
directors of Fossil, Inc., a publicly held company that designs, develops, markets and distributes fashion-related
consumer products, and serves on their Audit Committee and their Nominating and Corporate Governance
Committee. From June 1999 to December 2001, Mr. Wang served as Executive Vice President and Chief
Financial Officer of LVMH Selective Retailing Group, which included various international retail holdings such
as DFS, Sephora and Miami Cruiseline Services. He also served as the Chief Financial Officer for DFS, Gump’s
and Cost Plus. Mr. Wang is a Certified Public Accountant. He holds B.A. and M.B.A. degrees from the
University of California, Los Angeles. Mr. Wang has served as the Chairman of our Compensation Committee
since April 2005 and as a member of our Audit Committee since April 2005.

The Board of Directbfs Recommends
a Vote in Favor of Each Named Nominee.
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INDEPEND‘ENCE OF THE BOARD OF DIRECTORS
| ‘

As required under the New York S ock Exchange or NYSE, listing standards, a majority of the members of
a listed company’s board of directors mluxst qualify as “independent,” as affirmatively determined by the board of
directors. Our board consults with our lelgal counsel to ensure that its determinations are consistent with all
relevant securities and other laws and re“gulanons regarding the definition of “independent,” including those set
forth in pertinent listing standards of the NYSE, as in effect from time to time. In addition, our board of directors
has adopted categorical standards of 1ndependence to assist the board in its determination of director

independence. The categorical standards \\ 8 are attached as Appendix A to this Proxy Statement.

Consistent w1th these con51derat10ns after review of all relevant transactions or relationships between each
director, or any of his family members and LeapFrog, our senior management and our independent registered
public accounting firm, our board of directors affirmatively has determined that all of LeapFrog’s directors are
independent directors within the meaniné of the applicable NYSE listing standards, except for Mr. Kalinske, our
Chief Executive Officer, and Mr. Rioux,who was our acting Chief Operating Officer from October 2002 to
August 2003 and served as an advisor to|Mr. Kalinske until June 2005. Our board of directors has also
affirmatively determined that, pursuant to the categorical standards adopted by our board, none of the
independent directors has a material relationship with LeapFrog.

INFORMATION REGARDIN‘G THE BOARD OF DIRECTORS AND ITS COMMITTEES

In April 2004, our board of dlrectors documented the governance practices followed by LeapFrog by
adopting Corporate Governance Gu1dehnes to assure that the board will have the necessary authority and
practices in place to review and evaluate\our business operations as needed and to make decisions that are
independent of our management. The gu1dehnes are also intended to align the interests of directors and
management with those of our stockholders The Corporate Governance Guidelines set forth the practices the
board will follow with respect to board composmon and selection, board meetings and involvement of senior
management, Chief Executive Officer performance evaluation and succession planning, and board committees
and compensation. The Corporate Governance Guidelines were adopted by the board to, among other things,
reflect changes to the NYSE listing standards and SEC rules adopted to implement provisions of the Sarbanes-
Oxley Act of 2002. In April 2004, the bolard of directors formed a Nominating and Corporate Governance
Committee to assist the board in 1mp1ementmg and enforcing the Corporate Governance Guidelines. The
Corporate Governance Guidelines, as Well as the charters for each committee of the board, are posted on the
investor relations section of our website ?t www .leapfroginvestor.com. In addition, stockholders may obtain a
print copy of our Corporate Governance Gu1dehnes by writing to our Corporate Secretary at 6401 Hollis Street,
Suite 100, Emeryville, California 94608.; w

As required under NYSE listing standards, in fiscal 2005 our independent directors met five times in
regularly scheduled executive sessions at‘ which only independent directors were present. Steven B. Fink, the
Chairman of our board of directors, presided over each of these executive sessions, Persons interested in
communicating with the independent dlrectors with their concerns or issues may address correspondence to a
particular director, or to the independent dlrectors generally, in care of LeapFrog’s Corporate Secretary at 6401
Hollis Street, Suite 100, Emeryville, California 94608. If no particular director is named, letters will be
forwarded, depending on the subject matter, to the chair of the Audit, Compensation or Nominating and

Corporate Governance Committee.
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In 2005, our board had three committees: an Audit Committee, a Compensation Committee and a
Nominating and Corporate Governance Commiittee. The following table provides membership and meeting
information for each of the board commlttees in 2005:

Nominating and

Corporate
Member of our board of directors in the fiscal year 2005 Audit Compensation Governance
Jeffrey Berg ... .coovv S X()(2) X(DH(2) X(H(2)
StevenB.Fink ............ ... il e X(2) X*
Thomas J. Kalinske ............ e : :
Jeffrey G.Katz ..ot e X(3) : X(3)
Stanley E.Maron . .................. LG
E. Stanton McKee, Jr. ............ JP N | X*
Barry MUNitz ... ... X*(1)(2)
DavidC.Nagel ....... ... o i L. X4
Jerome J.Perez . ... ...
Stewart A.Resmick .. ... o X(DH(Q2) X((2)
Paul AL RiOUX .. ... e SN ’
RalphR.Smith ....... ... ... ... .. ... .. e X2)(3) X(3) X(2)
Caden Wang . .....ooiniti i X(2) X*(2)
Total meetings in fiscal year 2005 ...................... e 11 4 3

*  Committee Chairman

(1) Mr. Berg résigned from our board in February 2005, Dr. Munitz and Mr. Resnick resigned from our board
in March 2005 and Mr. Perez resigned from our board in February 2006. Mr. Rioux will not stand for
re-election but will continue to serve on the board until the annnal meeting of stockholders.

(2) Messrs. Wang and Smith joined our board in April 2005 and began serving as members of our Audit
Committee, In addition, Mr. Wang became Chairman of our Compensation Committee and Mr. Smith began
serving as a member of our Nominating and Corporate Governance Committee. Qur Chairman, Mr. Fink,
became a member of our Compensation Committee in April 2005.

(3) Mr. Katz joined our board in June 2005, replaced Mr. Smith in his pdsition as a member of our Audit
Committee, and became a member of our Nominating and Corporate Governance Committee. In June 2003,
Mr. Smith became a member of our Compensation Committee.

(4) Dr. Nagel joined our board in September 2005. In February 2006, Dr. Nagel became a member of our
Compensation Committee.

Below is a description of each committee of the board of directors. Each of the committees has authority to
engage legal counsel or other experts or consultants, as it deems-appropriate to carry out its responsibilities. The
board of directors has determined that each member of each committee meets the applicable rules and regulations
regarding “independence” and that each member is free of any relationship that would interfere with his
individual exercise of independent judgment with regard to LeapFrog. '

AUDIT COMMITTEE

The Audit Committee of our board of directors oversees LeapFrog’s corporate accounting and financial
reporting process. For this purpose, the Audit Committee performs several functions. Among other things, the
Audit Committee:

+  evaluates the performance of and assesses the qualifications of the independent registered public
accounting firm;

‘s determines the engagement of the independent registered public accounting firm;
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*  determines whether to retain or terminate the existing independent registered public accounting firm or
to appoint and engage a new ﬂndependent registered public accounting firm;

*  reviews and approves the rete mon of the independent reglstered public accounting firm to perform any
proposed permissible non- audHlt services;
+  monitors the rotation of partners of the independent registered public accounting firm on LeapFrog’s

engagement team as required by law;

|

*  confers with management and“\lthe independent registered public accounting firm regarding the

effectiveness of internal control over financial reporting;

*  establishes procedures, as required under applicable law, for the receipt, retention and treatment of
complaints received by us regarding accounting, internal accounting controls or auditing matters. and
the confidential and anonymous submission by employees of concerns regarding questionable
accounting or auditing matters;

*  reviews the financial statemen:ts to be included in LeapFrog’s annual report on Form 10-K and
quarterly reports on Form 10-Q and other financial disclosures; and

ﬂ

*  discusses with management and the independent registered public accounting firm the results of the
- annual audit and the results of \%eapFrog’s quarterly financial statements.

For a portion of 2005, the Audit Coinrmttee was comprised of three directors: Messrs. McKee (Chair), Berg
and Resnick. Mr. Berg resigned from our board in February 2005 and Mr. Resnick resigned from our board in
March 2005. From April 2005 through Jl”]ne 2005, the Audit Committee was comprised of three directors:

Messrs. McKee (Chair), Smith and Wang In June 2005, Mr. Katz replaced Mr. Smith and since June 2005 the
Audit Committee has been comprised ofhthree directors, Messrs. McKee (Chair), Katz and Wang. The Audit
Committee met 11 times during our 2005 fiscal year. The board has determined that all members of LeapFrog’s
Audit Committee are independent (as independence is defined in Section 303A.02 of the NYSE listing
standards). The Audit Committee has adopted a written Audit Committee Charter that is posted on our website at
www .leapfroginvestor.com. |

Our board of directors has determined that each of Messrs. McKee, the chairman of our Audit Committee,
Katz and Wang qualify as an “audit committee financial expert,” as defined in applicable SEC rules. The board
made a qualitative assessment of Messrs.] McKee’s, Katz’s and Wang’s level of knowledge and experience based
on a number of factors, including their fqpmal education and experience. In the case of Mr. McKee, as a chief
financial officer for a public reporting company, in the case of Mr. Katz, his experience actively supervising one
or more persons engaged in preparing, audmng, analyzing and evaluating financial statements, and in the case of

Mr. Wang, as chief financial officer for v‘anous privately held companies.

|

COMPENSATION COMMITTEE = |

The Compensation Committee rev1e“yvs and approves the overall compensation-strategy and policies for
LeapFrog. The CompensationCommitteeG reviews and approves corporate performance goals and objectives
relevant to the compensation of LeapFrog’s executive officers and other senior management; reviews and
approves the compensation and other tenns of employment of LeapFrog’s Chief Executive Officer; recommends
to the board for approval the compensation and other terms of employment of the other executive officers; and
administers LeapFrog’s stock option and purchase plans, stock bonus plans and other similar programs.
LeapFrog also has a Non-Executive Offlcer Stock Award Committee, currently made up of LeapFrog’s Chief
Executive Officer, that may grant stock a\lva.rds to consultants and employees who are not executive officers (as
such term is defined in Section 16 of the Exchange Act and Rule 16a-1 thereunder) of LeapFrog, provided that
this committee is only authorized to grant\stock awards that meet the annual stock award grant guidelines
approved by the Compensation Cornrmtte,, which sets forth the number of shares that may be granted to
consultants and employees based on leveliand the total number of shares that may be granted in any given year.
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The Compensation Committee is currently comprised of four directors, Messrs. Wang (Chair), Fink, Smith and

Nagel. The board has determined that all members.of LeapFrog’s Compensation Committee are independent (as
independence is defined in Section 303A.02 of the NYSE listing standards). The Compensatlon Committee met
four times in 2005 The Compensation Commitice’ has adopted a written Compensation Commlttee Charter that
is posted on our website at www. leapfrogmvestor comt.

NOMINATING AND CORPORATE GOVERNANCE COMMITTEE

The Nominating and Corporate Governance Committee, or Governiance Committee, of the board of
directors is responsible for identifying, reviewing and evaluating candidates to serve as directors on our board
(consistent with criteria approved by the board), reviewing and evaluating incumbent directors, recommending to
the board for selection candidates for election to the board of directors, making recommendations to the board
regarding the membership of the committees of the board, assessing the performance of management and the
board, reviewing the compensation paid to non-employee directors for their service on our board and its
committees, and developing a set of corporate governance principles for LeapFrog. Our Governance Committee
is currently comprlsed of three directors, Messrs. Fink (Chalr), Smith and Katz. All members of the Governance
Committee are independent (as independence is defined in Section 303A.02 of the NYSE listing standards). The
Governance Committee met three times during the 2005 fiscal year. Our Governance Committee charter is
posted on our web51te at www.leapfroginvestor.com,

. The Governance Committee believes that candidates for director should have certain minimum
qualifications, including being able to read and understand basic-financial statements, being over 21 years of age
and having the highest personal integrity and ethics. The Governance Committee also considers such factors as
possessing relevant expertise upon which to be able to offer advice and guidance to management, having
sufficient time.to devote to the affairs of LeapFrog, demonstrated excellence in his or her field, having the ability
to éxercise-sound business judgment and having the commitment to rigorously represent the long-term interests
of our stockholders. However, the Governance Committee retains the right to modify these qualifications from
time to time. Candidates for director nominees are reviewed in the context of the current composition of the
board, the operating requirements of LeapFrog and the long-term interests of stockholders. In.conducting this
assessment, the Governance Committee considers diversity, age, skills, and such other factors as it deems
appropriate given the current needs of the board and LeapFrog, to maintain a balance of knowledge, experience
and capability. In.the case of incumbent directors, the Nominating and Corporate Governance Committee
reviews such directors’ overall service to LeapFrog during their term, including the number of meetings attended,
level of participation, quality of performance, and any other relationships and fransactions that might impair such
directors’ independence. In the case of new director candidates, the Governance Committee also determines
whether the nominee must be independent for NYSE purposes, which determination is based upon applicable
NYSE listing standards, applicable SEC rules and regulations and the advice of counsel, if necessary. The
Governance Committee uses its network of contacts to compile a list of potential candidates, but may also
engage, if it deems appropriate, a professional search firm. The Governance Committee conducts any appropriate
and necessary inquiries into the backgrounds and-qualifications of possible candidates after considering the
function and needs of the board. The Governance Committee meets to discuss and consider such candidates’
qualifications and then selects a nominee for recommendation to the board by majority vote. [n 2005, our board
engaged a third party to assist us in the process of identifying and evaluating director candidates. This third party
search firm identified Dr. Nagel as a potential candidate for our board of directors. Our Chairman of the board,
who is also the Chairman of the Governance Committee, identified Mr. Katz as a possible candidate for our
board. To date, LeapFrog has not recelved a timely director nominee from a stockholder or stockholders holdmg
more than 5% of our voting stock.

The Governance Committee will consider director candidates recommended by stockholders. The
Governance Committee does not intend to alter the manner in which itevaluates candidates, including the
minimum criteria set forth above, based on whether the candidate was recommended by a stockholder or not.
Stockholders who wish to recommend individuals for consideration by the Governance Committee to become
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nominees for election to the board may do so by delivering a written recommendation to the Governance
Committee at the following address: C\‘l‘hairman of the Nominating and Corporate Governance Committee ¢/o
Corporate Secretary of LeapFrog at 6401 Hollis Street, Suite 100, Emeryville, California 94608, at least 120 days
prior to the anniversary date of the maﬂmg of our proxy statement for the last annual meeting of stockholders,
which for our 2007 annual meeting of \stockholders is a deadline of December 27, 2006. Submissions must
include the full name of the proposed Iulommee a description of the proposed nominee’s business expérience for
at least the previous five years, compléte biographical information, a description of the proposed nominee’s
qualifications as a director and a representatlon that the nominating stockholder is a beneficial or record owner of
our common stock. Any such submission must be accompanied by the written consent of the proposed nominee

|
to be named as a nominee and to serve as a director if elected.

STRATEGY COMMITTEE

In March 2006, the board of directors approved the formation of a Strategy Committee to assist LeapFrog’s

. . . . |
executive officers in developing the ov
chairman of the Strategy Committee. I
Dr. Nagel to the Strategy Committee.

MEETINGS OF THE BOARD OF I;

erall business strategy for the; company, and appointed Steven B. Fink, the
n April 2006, the board of directors appointed Messrs. Katz and Wang and

MIRECTORS

During the fiscal year ended Decémber 31, 2003, the board of directors held eight meetings and acted by

unanimous written consent four times.

meetings of the board, and of the comn
director or committee member, respecti

STOCKHOLDER COMMUNICATI

Each incumbent director attended at least 75% of the aggregate of the
nittees on which he served, held during the period for which he was a
vely.

ONS WITH THE BOARD OF DIRECTORS

LeapFrog’s board has adopted a formal process by which stockholders may communicate with the board or

any of its directors. Stockholders who

wish to communicate with the board may do so by sending written

communications addressed to the Corp}arate Secretary of LeapFrog at 6401 Hollis Street, Suite 100, Emeryville,
California 94608. All communicationsjwill be compiled by our Corporate Secretary and submitted to the board or
the individual directors on a periodic bas1s These communications will be reviewed by our Corporate Secretary,
who will determine whether they should be presented to the board. The purpose of this screening is to allow the
board to avoid having to consider irrelevant or inappropriate communications (such as advertisements and
solicitations). The screening procedures have been approved by a majority of the independent directors of the
board. All communications directed to lthe Audit Committee in accordance with the procedures set forth in this

paragraph that relate to questionable accounting or auditing matters involving LeapFrog will be promptly and

directly forwarded to the Audit Commx”ttee A summary of these commumcanon procedures is posted on our
websne at Www. leapfrogmvestor com.
CODE OF ETHICS AND CORPORATE GOVERNANCE GUIDELINES

We have adopted the LeapFrog Code of Busmess Conduct and Ethics that apphes to all officers, directors
and employees. Our Code of Business (‘,onduct and Ethics and our Corporate Governance Guidelines are
available on the investor relations secm“bn of our website at www leapfroginvestor.com. Stockholders may also
obtain a print copy of our Code of Business Conduct and Ethics and our Corporate Governance Guidelines by
writing to our Corporate Secretary at 6401 Hollis Street, Suite 100, Emeryville, California 94608. If we make any
substantive amendments to our Code of Business Conduct and Ethics or grant any waiver froma provision of the
Code to any executive officer or director, we will promptly disclose the nature of the amendment or waiver on

the investor relations section of our wet?site at www leapfroginvestor.com.’
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COMPENSATION OF DIRECTORS

Each non-employee director of LeapFrog receives a cash meeting fee of $1,500 for each board of directors
and committee meeting attended. Prior to February 2006, if there was a board meeting and a committee meeting
on the same day, only one meeting fee was paid for both meetings. In February 2006, the board approved a
change in the compensation of directors to permit the non-employee directors to receive the $1,500 meeting fee
for each board or committee meeting attended, regardless of whether the meetings occurred on the same day. In
addition to this meeting fee, in April 2004, the Compensation Committee of our board of directors approved the
payment of the following annual retainers, which are pro-rated for each month served on the board during the
year, to our non-employee directors, which amounts remained effective for the 2005 fiscal year:

«  Each non-employee director will receive an annual retainer of $30,000, provided that a non-employee
director who holds the position of Chairman of our board will receive an annual retainer of $60,000 in
lieu of an annual retainer of $30,000.

+  Each non-employee director who serves as a member of our Audit Committee will receive an annual
retainer of $5,000, provided that the Chairman of our Audit Committee will receive an annual retainer
of $10,000 in lieu of an annual retainer of $5,000. '

*  Each non-employee director who serves as the Chairman of our Compensation Committee, Nominating
and Corporate Governance Committee, and any other committee created by our board of directors will
receive an annual retainer of $5,000.

In the fiscal year ended December 31, 2005, the total cash compensation paid to non-employee directors
was $365,403. The members of our board of directors are also eligible for reimbursement of their expenses
incurred in attending board meetings.

In February 2006, the board approved an increase in the amount of the annual retainer to be paid to the
Chairman and members of the Audit Committee of the board. Effective February 2006, the annual retainer to be
paid to the Chairman of our Audit Committee was increased from $10,000 to $20,000, and the annual retainer fee
for each Audit Committee member was increased from $5,000 to $10,000.

Each non-employee director of LeapFrog also receives stock option grants under the 2002 Non-Employee
Directors’ Stock Option Plan, or Director Plan. Only non-employee directors of LeapFrog are eligible to receive
options under the Director Plan. Options granted under the Director Plan are intended by LeapFrog not to qualify
as incentive stock options under the Internal Revenue Code, '

Option grants under the Director Plan are non-discretionary. Upon election to LeapFrog’s board of directors,
a non-employee director is granted an initial option to purchase 30,000 shares of LeapFrog’s Class A common
stock. On July 1 of each year (or the next business day if that date is a legal holiday), each member of
LeapFrog’s board of directors who is not an employee of LeapFrog is automatically granted an option to
purchase 15,000 shares of LeapFrog’s Class A common stock under the Director Plan, provided that a
non-employee director who holds the position of Chairman of our board of directors at the time of the annual
grant will receive an annual grant of 25,000 shares in lieu of an annual grant of 15,000 shares. No other options
may be granted at any time under the Director Plan. The exercise price of options granted under the Director Plan
is 100% of the fair market value of the common stock subject to the option on the date of the option grant.
Options granted under the Director Plan vest in equal monthly installments over a three year period in
accordance with its terms. The term of options granted under the Director Plan is ten years. In the event of a
merger of LeapFrog with or into another corporation or a consolidation, acquisition of assets or other
change-in-control transaction involving LeapFrog, the vesting of each option will accelerate and become fully
vested and immediately exercisable, if, as of the completion of the change-in-control transaction or within 12
months of such transaction, the non-employee director’s service terminates; provided that such acceleration will
not occur if the termination was a result of the non-employee director’s resignation (other than any resignation
contemplated by the terms of the change-in-control transaction or required by LeapFrog or the acquiring entity
pursuant to the change in control).
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As described in Proposal Twa, any amendment to the Director Plan was recently approved by our board of
directors and is subject to approval by our stockholders at the annual meeting of stockholders. The proposed
amendment provides for an increase in“ the number of shares of common stock authorized for issuance under the
Director Plan from 750,000 to 1,250,000 shares. The proposed amendment also provides for the addition of
restricted stock, restricted stock unit awards, performance stock awards and stock appréciation rights to the types
of awards that are eligible for grant under the Director Plan, and the determination to award initial or annual
grants in the form of stock options or stich other type of stock awards is at the discretion of the board or a
committee of the board. In addition, in iithe event that initial and annual grants are made in the form of stock
awards other than options, the proposed amendment provides that the board or a committee of the board has the

authority to determine the number of st ares subject to such stock awards.

During the fiscal year ended December 31, 2005, our non-employee directors received the following
compensation for their service on our bloard of directors:
‘ 2005 Annual Cash

Retainer for Service
2005 Annual Cash as the Chairman of

Retainer for a Committee or

Service on the Member of the Audit 2005 Board Meeting
Non-Employee Director Board Committee Fees 2005 Equity Grants
StevenB.Fink ................ $ 60,000 $ 5,000 $ 15,000 25,000 shares
JeffreyBerg .................. $ 3,986 — — —
Jeffrey G.Katz ................ $ 17,500 $ 2917 $ 15,000 31,250 shares
E. Stanton McKee ............. $ 30,000 $10,000 $ 27,000 15,000 shares
Stanley E. Maron .............. $ 30,000 — $ 12,000 15,000 shares
Barry Munitz ................. $ 7,500 $ 1,250 $ 0 —
David C. Nagel ................ $ 10,000 — $ 1,500 30,000 shares
Stewart A. Resnick ......... L $ 7,500 $ 1,250 $ 6,000 —
Paul A Rioux ................. $ 15,000 — $ 3,000 30,000 shares
RalphR.Smith ................ $ 22,500 — $ 9,000 33,750 shares
CadenWang .................. $ 22,500 $ 7,500 $ 22,500 33,750 shares

Total Compensation ............ $226,486 $27917 $111,000 213,750 shares

COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION

As noted above, in 2005, Dr. Mun%tz and Messrs. Berg, Resnick, Fink, Smith and Wang served on our
Compensation Committee. During the fiscal year ended December 31, 2005, none of these directors was an
officer or employee of LeapFrog or anylof our subsidiaries, nor are any of these directors former officers of
LeapFrog or any of our subsidiaries.

None of our other executive ofﬁcex}%s or directors serve as a member of the board of directors or
Compensation Committee of any entity that has one or more executive officers serving on our board of directors
or Compensation Committee.

SECTION 16(A) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16(a) of the Securities Excl‘aange Act of 1934, as amended, requires LeapFrog’s directors and
~ executive officers, and persons who own more than ten percent of a registered class of LeapFrog’s equity

[
securities, to file with the SEC initial reports of ownership and reports of changes in ownership of common stock
and other equity securities of LeapFrog.|Officers, directors and greater than ten percent stockholders are required

by SEC regulation to furnish us with copies of all Section 16(a) forms they file.
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To our knowledge, based solely on a review of the copies of such reports furnished to us and written
representations that no other reports were required, during the fiscal year ended December 31, 2005, all
Section 16(a) filing requirements applicable to our officers, directors and greater than ten percent beneficial
owners were complied with except that: (1) reports each covering one transaction were filed late by Messrs.
Timothy Bender, Jerome Perez, Michael Dodd and Mark Flowers and Ms. Kathryn Olson and (2) one report
covering two stock awards was filed late by Ms. Karen Luey. '
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REP(‘TRT OF THE AUDIT COMMITTEE(1)

The Audit Committee of the boarc“ll of directors is responsible for providing independent, objective oversight
of LeapFrog’s accounting functions and internal controls. The Audit Committee acts under a written charter first
adopted and approved by the board of (%mactors in-May 2002, amended and restated in October 2002 to include
the expanded duties and responsibilities required of the Audit Committee pursuant to the NYSE listing standards,
and further amended in February 2006.1

The Audit Committee consists of three directors, each of whom is an mdependent director in accordance
with the rules and regulations of the NYSE

The responsibilities of the Audit Ctommlttee include recommending to the board an accounting firm to be
engaged as LeapFrog’s mdependent reglstered public accounting firm and pre-approving any non-audit services
provided by LeapFrog’s independent reglstered public accounting firm. Additionally, and as appropriate, the
Audit Committee reviews and evaluates”, and discusses and consults with LeapFrog management, LeapFrog
internal audit personnel and the independent registered public accounting firm regarding the following:

|

*  the plan for, and the independent registered public accounting firm’s report on, each audit of
LeapFrog’s consolidated financial statements;

*  LeapFrog’s financial disclosu‘rye documents, including all financial statements, and reports filed with
the SEC or sent to stockholderls;

»  changes in LeapFrog’s accour}‘ting practices, principles, controls or methodologies, or in LeapFrog’s
financial statements; \

. o .
*  significant developments in accounting rules;

\}

+  the adequacy of LeapFrog’s internal accounting controls, and accounting, financial and auditing
personnel; and

' the establishment and maintenance of an environment at LeapFrog that promotes ethical behavior.

Monitoring of Integrity of Financial Statements

The Audit Committee is responsible|for recommending to the board of directors that LeapFrog’s financial
statements be included in LeapFrog’s qua”nerly and annual reports. In fulfilling this responsibility, prior to the
release of each of the company’s quarterly and annual financial results for 2005, the Audit Committee reviewed the
financial statements and met to discuss the financial statements with management and Ernst & Young LLP, the
company’s independent registered pubhc \accountmg firm. At each of those meetmgs management represented to
the Audit Committee that the company’s consohdated financial statements were prepared in accordance with'
generally accepted accounting principles. The Audit Committee discussed with management the significant
accounting policies utilized by the company, the reasonableness of significant judgments and the clarity of
disclosures in the financial statements. Atleach of these meetings to review the quarterly and annval financial results
for 2003, the Audit Committee met separately with the independent registered public accounting firm to review the
results of its examination and the overall quality of the company’s financial and accounting reporting. In relation to
the audited consolidated financial statements for 2003, the Audit Committee reviewed and discussed with Ernst &
Young LLP the matters required to be discussed by Statement on Auditing Standards No. 61, “Codification of

“Statements on Auditing Standards, United|States Auditing Standards Section 380,” as amended by Statement on
Auditing Standards No. 90 “Audit Committee Communications,” which includes, among other things:

+  methods used to account for significant unusual transactions;

(1) The material in this report is not “so riciting material,” is not deemed “filed” with the SEC, and is not to be
incorporated by reference into any filing of LeapFrog under the Securities Act of 1933 (the “1933 Act”™) or
the Securities Exchange Act of 1934 Act (the “1934 Act”), whether made before or after the date hereof and
irrespective of any general incorporation language contained in such filing.
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»  the effect of significant accounting policies in controversial or emerging areas for which there is a lack
of authoritative guidance or consensus;

»  the process used by management in forrhulating particularly sensitive accounting estimates and the.
basis for the independent registered public accounting firm’s conclusions regarding the reasonableness
of those estimates; and

+  disagreements with management over the application of accounting principles, the basis for
management’s accounting estimates, and the disclosures in the financial statements.

Based on the discussions with management and Ernst & Young LLP concerning the audit, the Audit
Committee’s review of the representations of management and the report of the independent registered public
accounting firm to the Audit Committee, the Audit Committee’s independence review, as described below, and
the review of such other matters deemed relevant and appropriate by the Audit Committee, the Audit Committee
recommended to the board of directors that the financial statements be included in LeapFrog’s 2005 annual
report on Form 10-K filed with the SEC.

Oversight of Independent Registered Public Accounting Firm

The Audit Committee appoints the independent registered public accounting firm and reviews their
performance and independence from management. Ernst & Young LLP provided to the Audit Committee the
written disclosures required by Independence Standards Board Standard No. 1 (Independence Discussions with
Audit Committees) and Ernst & Young LLP reported that it is independent under applicable standards in
connection with its audit opinion for the company’s 2005 financial statements. The Audit Committee has
discussed with Ernst & Young LLP its independence from the company.

As set forth in its charter, the Audit Committee must pre-approve all audit and non-audit services performed by
the independent registered public accounting firm. As allowed under its charter, the Audit Committee has delegated
to the Chairman of the Audit Committee the authority to grant such pre-approvals, provided that all approvals made
by the Chairman are presented to the full Audit Committee for its ratification at each of its scheduled meetings. In
determining whether to approve audit and non-audit services to be performed by Emst & Young LLP, the Audit
Committee takes into consideration the fees to be paid for such services and whether the fees would affect the
independence of the independent registered public accounting firm in performing its audit function. In addition,
when determining whether to approve non-audit services to be performed by Ernst & Young LLP, the Audit
Committee considers whether the performance of such services is compatible with maintaining the independence of
the independent registered public accounting firm in performing its audit function, and under no circumstances will
the non-audit services include the prohibited activities set forth in Section 201 of the Sarbanes-Oxley Act of 2002.
The fees paid to the independent registered public accounting firm for services performed for fiscal year 2005 are
disclosed in this proxy statement under the caption “Proposal Four—Ratification of Selection of Independent
Registered Public Accounting Firm—Independent Registered Public Accounting Firm Fee Information.” .

Oversight of Assessment of Internal Control Over Financial Reporting

During 2005, management documented, tested and evaluated the company’s internal control over financial
reporting pursuant to the requirements of the Sarbanes-Oxley Act of 2002. The Audit Committee.was kept apprised
of the company’s progress by management and the independent registered public accounting firm at each regularly
scheduled committee meeting as well as at specially scheduled meetings. At the conclusion of the assessments,
management and Emst & Young LLP each provided the Audit Committee with its respective report on the
effectiveness of the company’s internal control over financial reporting. The committee reviewed management’s
assessment and the independent registered public accounting firm’s opinion on the effectiveness of internal control
over financial reporting that were included in the company’s annual report on Form 10-K for the fiscal year ended
December 31, 2005. Management has presented to the Audit Committee its plan to remediate the material
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weaknesses identified in the assessmentof internal control over financial reporting as well as significant
deficiencies identified to the Audit Committee as part of the assessment. The Audit Committee will receive regular
updates from management regarding the remediation efforts.

| |
Audit Committee: ‘

E. Stanton McKee, Jr. (Chatrman)
Caden Wang
Jeffrey G. Katz
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REPORT OF THE COMPENSATION COMMITTEE ON .EXECUTIVE COMPENSATION(2)

The Compensation Committee of the board of directors is responsible for setting and administering the
policies that govern executive compensation. In addition, the Compensation Committee approves and administers
LeapFrog’s company-wide equity and bonus plans. The Compensation Committee is composed excluswely of
non-employee, independent directors.

- Overview

The Compensation Committee sets the salaries of LeapFrog’s executive officers (as that term is defined in
Section 16 of the Exchange Act and Rule 16a-1 thereunder, and who will be referred to in this report as “Section
16 officers™) and other key employees, establishes the annual executive and employee bonus plans and ongoing
equity grant program, approves specific company-wide and individual Section 16 officer performance objectives
and Section 16 officer bonus payments, and makes equity award grants to Section 16 officers. The Compensation
Committee ensures competitive alignment of executive compensation packages to enable LeapFrog to attract and
retain high quality executive officers and other key employees, reward them for LeapFrog’s success and motivate
them to enhance long-term stockholder value. Key elements of the philosophy are:

«  LeapFrog provides a balanced mix of cash and equity-based compensation that we believe is suitable to
motivate executives to achieve company goals and align their short- and long-term interests with those
of the stockholders.

»  LeapFrog pays base salaries that are competitive with levels in effect at companies with which the
company competes for talent.

» LeapFrog provides annual bonus opportunities intended to motivate executives and employees to achieve
specific operating results and to generate rewards that maintain total compensation at competitive levels.

»  LeapFrog provides equity-based incentives for executives and other key employees to ensure they are
motivated over the long-term to respond to the company’s business opportunities and challenges as
owners and not just as employees.

»  LeapFrog generally targets the key elements of executive compensation (base salary, annual bonus
opportunity and equity) to deliver compensation to each Section 16 officer and all of them as a group at
approximately the 50th percentile of the market.

In examining total executive compensation, we compare it to current compensation data from competitive
data provided by Towers Perrin, which includes comparative information of 15 companies we have identified as
our peer group. The peer group includes toy, education, consumer packaged goods and fast-growth/high-
technotogy companies that LeapFrog competes with for executive talent. The Compensation Committee has
engaged and uses the services of an independent compensation consultant to conduct its periodic review of the
effectiveness and competitiveness of LeapFrog’s total executive compensation.

Elements of Executive Compensation

In examining total executive compensation, the Compensation Committee reviews the following elements
that make up the total cash compensation LeapFrog pays to its Section 16 officers.

Base Salary. The Compensation Committee reviews and determines the base salaries of the Section 16
officers, including the Chief Executive Officer, on an annual basis. Compensation decisions made by the
Compensation Committee regarding the Chief Executive Officer also require approval by the entire board. The
Compensation Committee considers individual and company performance, future potential, scope of '
responsibilities and experience, and competitive salary practices. In early 2006, the competitive analysis
indicated that the salaries we pay our Section 16 officers were generally at or near the median competitive salary
level based upon the competitive market data.

(2) The material in this report is not “soliciting material,” is not deemed “filed” with the SEC, and is not to be
incorporated by reference into any filing of LeapFrog under the 1933 Act or the 1934 Act, whether made
before or after the date hereof and irrespective of any general incorporation language contained in such filing.
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Performance-Based Annual Bonu‘f[s Awards. Annual performance bonuses are intended to motivate
executives to achieve LeapFrog’s short-term goals, and are directly tied to meeting one or more pre-established
company financial goals. Cash bonus award payments are made from a pool that is funded based upon the degree
of success in meeting the goals. If those goals are met and the pool is funded, the individual performance of each
executive and of his or her area of respon51b111ty or business unit is considered in determining bonus payments.
For calendar year 2005, the Compensat1on Committee set bonus goals based upon company-wide achlevement of

net sales, gross profit and operating mcl‘\ome (before bonuses) targets.

Bonus award payments for 20035 v"s\(ere to be made from a pool that was funded based upon LeapFrog’s
performance levels for net sales, gross profit and operating income before bonuses, with a larger portion of the
total possible pool based on operating i?come before bonuses, and lesser portions based upon the net sales and
gross profit factors. Funding of bonus award payments for 2005 were to be based on the following performance

levels:

Threshold Target Maximum
At95.8% of target  100% of target  116.2% of target

Net Sales Factor ‘ ‘ _ ‘
Percentage of Target Bonus Funding . .J................... 10% . 20% 40%

l} ‘ Threshold Target Maximum
At 96.8% of target - .100% of target 116.3% of target

Gross Profit Factor _ o .
Percentage of Target Bonus Funding ..1......... P ‘ 10% 20% 40%

Threshold Target Maximum
At95.6% of target 100% of target 187.8% of target

Operating Income Factor

Percentage of Target Bonus Funding . . | U P 30% - 60% 120%
‘ Threshold Target Maximum
Overall Funding 50% 100% 200%

For each factor, if results are between levels, pool funding increases proportionally between the threshold,
target and maximum fuhding levels.. ‘ ' ‘
S |
| . .
If the bonus pool funds, the Compeanatlon Commlttee does not use a fixed formula in determining bonus
award payments, but uses.its discretion and recommendations from the Chief Executive Officer (for awards other

\
than his own) to determine individual award amounts.

At the time the Compensation Comrrlnttee approved the bonus award program, the Chief Executive Officer
recommended to the Compensation Comr%lttee that, if LeapFrog did not achieve its threshold bonus goeal and no
bonus payments were to be made under the bonus award program, it would fund a pool of approximately $1.0.
million from which the executives could 1§sue 2005 Exceptional Worker Awards to a small group of LeapFrog
employees who had outstanding performance in 2005. The Compensation Committee approved this
recommendation and, because LeapFrog did not achieve the threshold financial goal in calendar year 2005 and
no bonus award program pool was generated, the Chief Executive Officer and the executives approved payments
totaling approximately $1.0 million to be ;“)aid to approximately 160 employees, including three Section 16

. < "
officers, two of whom are named executive officers.

In 2006, the Compensation Committee has approved a bonus award program for employees that will be
based upon a combination of the-‘following«i components: (1) achievement of total company performance;
(2) achievement of division or business unit performance, as appropriate; and (3) achievement of individual
performance objectives.
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Equity Incentive Awards. We grant a combination of equity awards to our executives and other key
employees, including performance-based stock awards, time-vested restricted stock and restricted stock unit
awards (or “RSUs”) and time-vested stock options. We believe (1) granting performance-based stock directly-ties
" LeapFrog's Section 16 officers to achieving pre-established short- and long-term business goals and (2) time-
vested stock options, restricted stock and RSUs should be part of a balanced equity package to continue to align
our Section 16-officers’ interests with those of the stockholders. When our 2002 Equity Incentive Plan was
amended and approved by our stockholders in 2004 to allow for the granting of full-value stock awards, such as
time-vested restricted stock awards, we initially granted time-vested restricted stock awards to certain of our
Section 16 officers, but have since moved to granting time-vested RSUs to our Section 16 officers and other
employees because RSUs are easier to administer.

The Compensation Committee believes that providing sufficient equity-based incentives for executives
ensures they are motivated over the long-term to respond to the company’s business challenges and opportunities
as owners and not just as employees.

Stock Options. Option grants made to executives from the 2002 Equity Incentive Plan typically have a
four-year vesting period and are made at 100% of the fair market value at close of the market on the business day
immediately preceding the date of grant. Executives receive value from these grants only if LeapFrog’s Class A
common stock appreciates over the long-term. In 2005, the Compensation Committee approved a process
whereby employees, including executives, are generally eligible for “new hire” grants upon initial hire, and then
annually thereafter based on individual performance. The size of option grants is determined by the
Compensation Committee and is based on median competitive practices at companies with which LeapFrog
competes for talent, the employee’s anticipated future contribution and ability to impact LeapFrog’s results, past
performance and alignment among the employee’s peers. At the discretion of the Compensation Committee,
Section 16 officers'may also be granted stock options to provide greater incentives to continue their employment
with LeapFrog and to strive to increase the value of LeapFrog’s Class A common stock, Accordingly, in 2005 we
granted awards of stock options to our Chief Executive Officer and our President. For 2005, grants of options,
performance shares and RSUs to executives were determined based on approved annual performance-based grant
guidelines. ‘

Performance Shares.  Selected executives at the level of vice president and above receive grants of
performance shares in amounts based upon competitive grant practices and the executive’s level, past
performance and expected future contributions. Performance shares are received by participants at the end of
each three year cycle, and are tied to LeapFrog’s performance against pre-established financial measures. The
first performance shares were granted in relation to the three-year cycle covering 2004-2006. Participants must
continue to be employed at LeapFrog through the end of each three year cycle to receive any shares under the
plan. The measures for 2005 and the 2005-2007 plan cycle include net income, revenue, operating cash flow
(adjusted for current accounts receivable) and total stockholder return, The total stockholder return measure
spans the entire three-year performance share cycle, while the other three measures have annual goals determined
and approved by the Compensation Committee no later than March 31 of each calendar year. For the 2006-2008
plan cycle, the Compensation Committee simplified the program by eliminating the three-year total stockholder
return measure as a program component. The Compensation Committee also adjusted the annual financial
measures for 2006 to include operating profit (as opposed to net income), revenue and operating cash flow
(adjusted for current accounts receivable). The actual shares received by participants will vary from zero to 200%
of an executive’s target payout, based upon LeapFrog’s actual performance. over the three-year performance
period. Awards earned under the performance share program, if any, will generally be vested and issued as shares
at the end of each three year cycle. ' T ’

In 2005, LeapFrog did not meet its threshold goals for 2005 on the three annual measures of net income, net
sales and operating cash flow (adjusted for current accounts receivable), and thus the portion of performance
shares attributable to calendar year 2005 was not earned under either the 2004 — 2006 plan cycle or the 2005 -
2007 plan cycle. '
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Restricted Stock and Restricted Stock Units.  Restricted stock and RSUs are first and foremost a retention
vehicle, as the stock continues to have“\value even when the stock price fluctuates. In addition, restricted stock
serves as a valuable attraction vehicle,jallowing the company to recruit talented executives who might forfeit
valuable equity stakes at their current %mployer in order to join LeapFrog. RSUs differ slightly from grants of
restricted stock awards in that shares of LeapFrog stock are not issued when an RSU is granted, but rather once
an RSU vests, one share of LeapFrog @lass A common stock is issued for each share of RSU vested.

'\ .

In 20035, we made time-based RSU awards to seven executives and other key employees at the vice
president level and above in order to pr“owde additional retention value due to their critical importance to our
business. The Compensation Commltte”e approved grants that.it believed would retain and motivate the selected
executives and employees over the nex% four years. The time-based RSU grants made to these executives and key
employees vest at the rate of one- thlrd on each of the second, third and fourth anniversaries after the date of

grant. j

|

In 2005, LeapFrog granted RSUs i?‘n lieu of stock options to key employees below the level of vice president.
The RSUs have a four-year vesting cycle, with one-quarter of the shares vesting on the annual anniversary of the
vesting commencement date, as compaled to our typical stock option vesting cycle of 1/48% of the shares granted
vesting monthly over four years. Because RSUs represent full-value shares, we can grant fewer shares to deliver
a competitive compensation value to Q\;q key employees and strengthen the retention power of the equity grant
program while at the same time decreasing the amount of potential dilution for all stockholders.

Other Benefits and Perquisites. T%le Compensation Committee reviews and determines the benefits
LeapFrog provides to certain executive officers in the form of severance benefits, life insurance, mortgage
interest differential payments and car allowances. For the named executive officers, the amounts of such benefits

are described in the footnotes to the ’S\irrl\irhary Compensation Table on page 29.

t
Chief Executive Officer Compensationw\

The Cbmpensation Committee meet';s each year to evaluate the performance and total compensation of the
Chief Executive Officer. The Compensat%on Committee uses the services of an independent consultant to provide
current market data using the method detailed in the “Elements of Executive Compensation—Base Salary”
section of this report. _ , e

Mr. Kalinske was appointed our Chief Executive Officer in February 2004. Pursuant to his employment
agreement, Mr. Kalinske receives an annual salary of $495,000, and an annual bonus opportunity of 100% of his

{

[

)

)
annual base salary, which includes a guar%mteed annual bonus payment of $67,500 as part of the entire gf
opportunity. The salary and the target total cash opportunity were established to be at the median of the ;;2
competitive survey data and in line with the peer group. =

' i
In 2003, Mr. Kalinske’s annual salarx was $495,000, and although he was not granted the non-guaranteed ﬁ
portion of his annual bonus opportunity, hé received the $67,500 guaranteed portion of his bonus. {K

In 2005, the Compensation CommitteHe approved an equity award to Mr. Kalinske consisting of (1) options
to purchase 120,000 shares of LeapFrog Class A common stock at $12.47 per share, the then-fair market value of
our Class A commion stock, vesting at the ﬂate of 1/48% of the option per month for four years, which represented
Mr. Kalinske's annual on-going equity award in line with the equity compensation guidelines approved by the
Compensation Committee and for retentlon purposes; and (2) a grant of 50,000 performance shares under the
2005-2007 plan cycle. In line with the prac\mce for the other executives, Mr. Kalinske’s grants were comprised of
an annual performance-based grant sized at the median of the competitive survey data. For the performance
shares, because LeapFrog did not meet its threshold goals for 2005 on the three annual measures of net income,
net sales and operating cash flow (adjusted for current accounts receivable), Mr. Kalinske did not earn any

performance shares attributable to calendaryyear 2005 for any applicable three-year performance cycle.
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Compliance with Internal Revenue Code Section 162(m)

Section 162(m) of the Internal Revenue Code (the “Code”) generally disallows a tax deduction to publicly
held companies for compensation exceeding $1.0 million paid to certain of a company’s executive offlcers The
limitation applies only to compensation that is not considered to be performance -based.

LeapFrog received stockholder approval in June 2004 to amend the 2002 Equity Incentive Plan to include
certain provisions that will allow the company to qualify performance share grants as “performance-based”
compensation under Section 162. In addition, grants of stock options will qualify, provided that such grants have
exercise prices of no less than 100% of fair market value on the date of grant and do not exceed a calendar year
limit for the executive officer that is set forth in the 2002 Equity Incentive Plan.

LeapFrog generally intends to grant stock options and performance shares to its executives in a2 manner that
satisfies the requirements for qualified performance-based compensation to avoid any disallowance of deductions
under Section 162(m).

While total cash compensation for our executives did not exceed $1.0 million for any individual executive,
the Compensation Committee believes it is appropriate for the company to retain the flexibility to pay actual total
cash compensation above $1.0 million if warranted based upon exceptional company and individual
performance, and thus from tinie to time the company may pay compensation to executives that is not deductible,
including grants of time-based restricted stock.

. Conclusion

LeapFrog gives executives and other key empioyees the potential to earn attractive compensation rewards
through the plans described above. A significant portion of executive compensation, including that of the Chief
Executive Officer, is generated based upon company performance, and actual rewards are closely linked to
LeapFrog’s success in achieving financial goals and increases in long-term stockholder value. LeapFrog remains
committed to this philosophy of pay for performance, but we also recognize that the competitive market for
talented executives and the volatility of LeapFrog’s business may result in highly variable compensatlon fora
particular time perlod

Compensation Committee:

Caden Wang (Chairman) -
Steven B. Fink

Dr. David C. Nagel

Ralph R. Smith
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“EXECUTIVE COMPENSATION

Summary Compensation Informati(JHn
The following table shows for 20@3, 2004 and 2005, compensation awarded or paid to, or earned by, our
Chief Executive Officer and our other four most highly compensated executive officers at December 31, 2005,

also referred to as the “named executive officers.” Mr. Perez resigned as our President in February 2006.

Summary Compensation Table

Long-Term Compensation

Annual Compensation Awards Payouts
Restricted
} . Other Annual Stock Securities LTIP All Other
Salary Bonus Compensation  Awards  Underlying Payouts Compensation

Name and Principal Position Year $) ‘[ $ ($) ($) Options (#)  ($)(20)
Thomas J. Kalinske ...... 2005 $495, 000 $ 67,500(1) $ 7,200(2) — 120,000 — $7,750(3)
Chief Executive Officer and 2004 $469, 81’) — (1) $ 7,2002) — 190,000 — $7,700(3)
Director 2003 $269. (ﬂoo C— $ 7.20002) — — $7,3403)
Jerome J. Perez(4) ....... 2005 $358, 750 s $125,507(5) — 60,000 — —
Prestdent and Director 2004 $311, 634 $ 50,000(6) $260,400(5) $540,000(7) 400,000 — —

2003 1‘ — — — _ _
Timothy M. Bender ...... 2005 $305,QOO $ 35,000(8) $ 7,800(9) $183,600(10) 32,000 — $2,100(11)
President, Worldwide 2004 $283,9HOO — $ 7.800(9) — 84,000 — $2.917(11)
Consumer Group 2003 $263,9H00 C— $  7.800(9) — — $3,000(11)
Kathryn E. Olson(12) . .. .. 2005 $293qu0 ‘ $ 95,765(13) — 20,000 — $2,000(14)
Chief Marketing Officer 2004 $ 51,680 $150 000(12) $ 16,487(13) $337 500(15) 75,000 — —

2003 - — — — — —
William B. Chiasson(16) .. 2005 $290,000 $‘35,000(17) $  7.800(18) — 32,000 — $2,000(19)
Chief Financial Officer 2004 $ 35,135 — $ 1,083(18) — 150000 @ — —

2003 4 — — — — : —
(1) Under the terms of his employment agreement, Mr. Kalinske is entitled to receive an annual guaranteed 7

bonus of $67,500. In 2004, Mr. Kc\ilmske waived his right to this guaranteed bonus.

(2) Mr. Kalinske receives an annual a‘utomoblle allowance of $7,200. :

(3) Mr. Kalinske received $2,100, $2, 050 and $1,690 in matching grants made to his 401(k) savings plan by
LeapFrog in 2003, 2004 and 2003, | respectlvely LeapFrog pays for life insurance premiums for
Mr. Kalinske in the amount of $5, ?50 per year.

{4) Mr. Perez joined LeapFrog as President in February 2004 and resigned in February 2006. He continues to
provide consulting services to LeapFrog

(5) Mr. Perez received $6,955 and $7 1800 in autemobile al]owances in 2004 and 2005, respecuvely The
balance of the other annual compe‘psauon received by Mr. Perez is related to relocation expenses that,
pursuant to the terms set forth in Mr Perez’s employment agreement with LeapFrog, the company agreed to
pay. In 2004, such expenses mcluq’ed $74,485 in closing costs for the purchase of Mr. Perez’s home and
$104,627 in relocation expenses and $58.853 in mortgage interest differential payments and tax gross-ups
related to such expenses and payments and other relocation-expenses such as the packing and shipping of
household items. In 2005, LeapFrog paid $117,707 in mortgage interest differential payments and tax
gross-ups related to such interest p”ayments

(6) Under the terms of his emp]oymen”t agreement, Mr. Perez received a signing bonus of $50 000. In addition
to this signing bonus, under the terms of his employment agreement Mr. Perez was also entitled to receive a
guaranteed bonus of $280,000. In 2004 Mr. Perez waived his right to this guaranteed bonus.

(7) The value of this restricted stock award was calculated by multiplying the closing market price of

LeapFrog’s unrestricted common stock on the date of grant, November 10, 2004 ($13.50), by the number of
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shares restricted stock awarded (40,000). As of December 31, 2005, Mr. Perez held an aggregate of 26,667
shares of restricted stock valued at $310,671, calculated by multiplying the closing market price of
LeapFrog’s unrestricted common stock on December 31, 2005 (311.65) by the number of shares of
restricted stock held by Mr. Perez. LeapFrog’s right to repurchase lapses with respect to one-third of the
shares subject to the award on each of the first, second and third anniversary dates of the date of grant of the
restricted stock award. LeapFrog does not intend to pay dividends on our common stock in the foreseeable
future. However, if we were to pay common stock dividends, they would be paid on the shares of restricted
stock held by Mr. Perez.

(8) Bonus awarded to Mr. Bender in February 2006 for performance in 2005.

(9) Mr. Bender receives an annual automobile allowance of $7,800.

(10) The value of this restricted stock unit award was calculated by multiplying the closing market price of
LeapFrog’s unrestricted common stock on the date of grant, August 1, 2005 ($12.24), by the number of
shares of restricted stock units awarded (15,000). As of December 31, 2005, Mr. Bender held an aggregate
of 15,000 shares of restricted stock units valued at $174,750, calculated by multiplying the closing market
price of LeapFrog’s unrestricted common stock on December 31, 2005 ($11.65) by the number of shares of
restricted stock held by Mr. Bender. LeapFrog’s right of repurchase lapses with respect to one third of the
shares subject to the award on each of the second, third and fourth anniversary dates of the grant of the
restricted stock unit award. LeapFrog does not intend to pay dividends on our common stock in the
foreseeable future. However, if we were to pay common stock dividends, they would be paid on the shares
of restricted stock held by Mr. Bender.

(11) Mr. Bender received $2,100, $2,917 and $3,000 in matching grants made to his 401(k) savings plan by
LeapFrog in 2005, 2004 and 2003, respectively.

(12) Ms. Olson joined LeapFrog in October 2004, and received a $150,000 signing bonus upon joining LeapFrog
in October 2004.

(13) Ms. Olson received $2,156 and $12,000 in automobile allowances in 2004 and 2005, respectively. Pursuant
to the terms set forth in Ms. Olson’s employment agreement LeapFrog paid: (a} $11,004 and $60,019 in
relocation expenses and tax gross-ups related to such expenses incurred by Ms. Olson in 2004 and 2005,
respectively and (b) $3,327 and $23,746 in annual financial planning expenses and tax gross-ups related to
such expenses in 2004 and 2005, respectively.

(14) Ms. Olson received $2,000 in matching grants made to her 401(k) savings plan by LeapFrog in 2005.

(15) The value of this award was calculated by multiplying the closing market price of LeapFrog’s unrestricted
common stock on the date of grant, November 10, 2004 ($13.50), by the number of shares awarded
(25,000). As of December 31, 2005, Ms. Olson held an aggregate of 15,000 shares of restricted stock units
valued at $174,750, calculated by multiplying the closing market price of LeapFrog’s unrestricted common
stock on December 31, 2005 ($11.65) by the number of shares of restricted stock held by Ms Olson.
LeapFrog’s right of repurchase lapses with respect to forty percent of the shares subject to the award on the
first anniversary date of the grant of the restricted stock award and thirty percent of the shares subject to the
award on the second and third anniversary dates of the grant of the restricted stock award. LeapFrog does
not intend to pay dividends on our common stock in the foreseeable future. However, if we were to pay
common stock dividends, they would be paid on the shares of restricted stock held by Ms. Olson.

(16) Mr. Chiasson joined LeapFrog in November 2004. ‘

(17) Bonus awarded to Mr. Chiasson in February 2006 for performance in 2005.

(18) Mr. Chiasson receives an annual automobile allowance of $7,800.

(19) Mr. Chiasson received $2,000 in matching grants made to his 401(k) savings plan by LeapFrog in 2005.

(20) In 2004 and 2003, LeapFrog did not meet its threshold goals for the three annual measures of net income,
net sales and operating cash flow (adjusted for current accounts receivable), and thus the portion of
performance shares attributable to calendar years 2004 and 2005 were not earned under either the 2004 —
2006 plan cycle or the 2005 - 2007 plan cycle, as applicable.
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Stock Option Grants And Exercises

We grant options to our executive Officers under our 2002 Equity Incentive Plan, or Incentive Plan. As of
April 3, 2006, options to purchase a total of 5,343,161 shares were outstanding under the Incentive Plan and
options to purchase 3,328,782 shares remained available for grant under the plan. All stock options were granted
at an exercise price equal to their fair market value on the date of grant. .

The follow.ing tables show for the fiscal year ended December 31, 2005, certain information regarding
options granted to, exercised by, and he

d at year-end by the named executive officers:
Option Grants in 2005
Potential Realizable
Value at Assumed
Annual Rates of Stock
Price Appreciation for
Individual Grants Option Term
% of Total
Number of Options Exercise
Securities  Grantedto - Or Base
Underlying Employees Price
- Options in Fiscal (per Expiration
Name- Granted (#) ©  Year(1) share) Date 5% 10%
Thomas J. Kalinske ................ 1 120,000 11.0% $1247 8/1/2015' $941,078 $2,384,876
Jerome J. Perez(2) .................1 60,000 5.5% $12.47 8/1/2015 $404,142 $1,011,768
Timothy M. Bender . ...............}1 32,000 29% $12.47 8/1/2015 $250,954 $ 635,967
KathrynE.Olson ................./ 20,000 1.8% $12.47 8/1/2015 $156,846 $ 397,479
William B. Chiasson . ............... 32,000 29% $12.47 8/1/2015 $250,954 $ 635,967

(1) Based on an aggregate of 1,082,000 shares subject to options granted to our employees in 2005, including
named executive officers. \

(2) Mr. Perez resigned as the President (h)f LeapFrog in February 2006.

Aggregated Option Exercises in 2005 and Year-End Option Values

The following table sets forth the nu‘ﬁber of shares of Class A common stdck subject to exercisable and
unexercisable options held as of December 31, 2005 by each of the named executive officers.

Number of Securities
Underlying Unexercised

Value of Unexercised In-the-Money
I Options at

Options at

Asc‘aﬁffz Y Value Fiscal Year-End (#) Fiscal Year-End(1)
Name on Exerciée Realized Exercisable Unexercisable Exercisable Unexercisable
Thomas J. Kalinske .. . . .. . .. — b 297222 110,001 $ 0 $ 0
Jerome J. Perez(2) ... ... .. .. R 404,999 55,001 $ 0 $ 0
Timothy M. Bender ........ — 1 = 116,666 29334  $ 0 $ 0
Kathryn E. Olson .......... — 1 = 23,541 71,459 $ 0 $ 0
William B. Chiasson . . . . . ... — » — 43291 138,709 $ 0 $ 0
|

(1) Based on the closing price of the Class A common stock on December 31, 2005 of $11.65 per share minus
the option exercise price. J‘H' '
(2) Mr. Perez resigned as the President of LeapFrog in February 2006.
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Long-Term Incentive Plans—Awards in Last Fiscal Year -

The following table provides certain information with respect to grants of performance shares made during
the past fiscal year to the named executive officers under LeapFrog’s 2002 Equity Incentive Plan. Our 2002
Equity Incentive Plan allows for a performance share program that provides the opportunity for certain
designated participants to receive shares of LeapFrog’s common stock based on formulas tied to certain
pre-established financial performance goals that are established for each performance period by the
Compensation Committee of our board of directors. At the beginning of each performance period, each
designated participant is assigned a “Target Award” that sets forth the number of shares of LeapFrog’s common
stock that will be awarded to the participant if the pre-established financial performance goals are met during the
performance period. If the level of such performance goals that is achieved during the performance period is less
or more than the specified target level, participants will be awarded a percentage (up to a maximum of 200%) of
shares subject to the Target Awards; provided, however, that if a specified minimum level of financial
performance is not achieved during the performance period, participants will not be entitled to receive any
shares. In 2005, certain of the named executive officers were granted the right to participate in the performance
share program for the 2005-2007 performance period. Such named executive officers will vest in their right to
receive approximately 28% of their Target Awards for each year that the annual performance goals are met
during the 2005-2007 performance period, with the remaining approximately 15% of their Target Awards vesting
at the end of the 2005-2007 performance period if the total stockholder return performance measure, which spans
the entire three-year performance share cycle, is met; provided that the named executive officer must be
employed by LeapFrog through the entire performance period in order to receive any shares. The named ,
executive officers will be issued the number of shares earned during the 2005-2007 performance period within 30
days following the completion of an independent audit of our financial statements and certification of such
financial statements by the Compensation Committee. In 2005, LeapFrog did not meet its threshold goals for
2005 on the three annual measures of net income, net sales and operating cash flow (adjusted for current accounts
receivable), and thus the named executive officers will not receive the portion of performance shares attributable
to calendar year 2005 under either the 2004-2006 plan cycle or the 2005-2007 plan cycle.

Estimated Future Payouts
Under Non-Stock Price-Based Plans(1)

Number of Shares, Performance or Other
Units or Other Period Until Maturation or
Name Rights Payout Threshold Target Maximum
Thomas J. Kalinske ........... 50,000 3 years ending 12/31/07 8,958 35,833 71,666
Jerome J. Perez** .. .. ........ 20,000 3 years ending 12/31/07 ok wk %
Timothy M. Bender . .. .. Cees 16,000 3 years ending 12/31/07 2,867 11,467 22,934
KathrynE. Olson ............ 10,000 3 years ending 12/31/07 1,792 7,167 14,334
William B. Chiasson .......... 16,000 3 years ending 12/31/07 2,867 11,467 22,934

(1) Estimated future payouts are based on the number of shares remaining of the performance grant in the 2005
through 2007 performance cycle and excludes shares that will not be earned as a result of LeapFrog not
meeting the performance goals set by the board of directors for 2005. Due to LeapFrog not meeting its
threshold financial goals for 2003, the following number of shares were not earned by our named executive
officers for the 2005 period:

Number of Shares Cancelled Due to

Name . 2005 Performance Goals Not Being Met
Thomas J. Kalinske . ....... ... i i 14,167
Jerome J. Perez(2) .................. [P PR 5,667
Timothy M. Bender .......... ... ... i ‘ 4,533
Kathryn E. Olson .. ................. P . ‘ 2,833
William B. Chiasson . ... 4,533

*#*  Mr. Perez resigned as our President in February 2006, and is no longer a participant in this performance
share program.
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STOCK PRICE PERFORMANCE GRAPH(3)

The following graph shows the total stockholder return of an investment of $100.00 in cash for
(i) LeapFrog’s Class A common stock, [11) the Standard & Poor’s 500 Index and (iii) the Standard & Poor’s
Consumer Discretionary Index, for the perlod beginning on July 25, 2002 (based on the closing price of
LeapFrog’s Class A common stock on the date on which LeapFrog’s Class A common stock began trading on the

New York Stock Exchange) through December 31, 2005.
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(3) This section is not “soliciting material,” is not deemed “filed” with the SEC and is not to be incorporated by
reference in any filing of LeapFrog under the 1933 Act or the 1934 Act whether made before or after the
date hereof and irrespective of any |general incorporation language in any such filing.
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EMPLOYMENT AGREEMENTS AND COMPENSATION ARRANGEMENTS

Thomas J. Kalinske

In April 2004, we entered into a new employment agreement with Thomas J. Kalinske, under which he
agreed to serve as our Chief Executive Officer. The agreement provides for an annual base salary of $495,000
and a guaranteed annual bonus of $67,500. Mr. Kalinske is also eligible to receive an annual discretionary bonus
of up to 100% of his then-current annual salary, less $67,500, based on LeapFrog’s performance and
Mr. Kalinske’s achievement of performance objectives established in writing by the board of directors.

Mr. Kalinske must be an active employee of LeapFrog as of December 31 of the bonus year in order to receive
the guaranteed bonus and the discretionary bonus. Mr. Kalinske waived his right to receive his 2004 guaranteed
bonus. In 2005, Mr. Kalinske received his guaranteed bonus. Mr. Kalinske is entitled to a car allowance of $600
per month and up to $20,000 each year for the cost of term life insurance providing for an aggregate benefit of
$2,000,000.

If we terminate Mr. Kalinske’s employment without cause (as defined in the agreement), or if he terminates
his employment for good reason (as defined in the agreement), he is entitled to receive (1) a lump sum payment
in an amount equivalent to his annual base salary in effect on the separation date, (2) his annual guaranteed bonus
and a pro rata portion of the incentive bonus he would have been entitled to receive but for his separation and
(3) reimbursement for health insurance premiums for him and his dependents for up to 12 months from the date
his employment with LeapFrog ends. In addition; all unvested stock options held by Mr. Kalinske will accelerate
vesting such that the number of shares that would otherwise vest within a twelve-month period under each option
grant will become fully exercisable as of Mr. Kalinske’s separation date with us. In addition, if Mr. Kalinske’s
employment is terminated for any reason other than death, disability or cause, and if Mr. Kalinske has
satisfactorily performed his duties under his employment agreement, LeapFrog will negotiate with Mr. Kalinkse
in good faith regarding a subsequent consulting or other relationship with Mr. Kalinske that would allow him to
continue to vest with respect to 266,389 unvested options held by Mr. Kalinske at the time he entered into his
employment agreement.

If we terminate Mr. Kalinske’s employment without cause during the 90 days prior to or 12 months
following a change in control (as defined in the agreement) of LeapFrog, or if he terminates his employment for
good reason during the same period, Mr. Kalinske would be entitled to an amount equal to 150% of his base
salary plus his guaranteed bonus and incentive bonus for the preceding year, and all of Mr. Kalinske’s unvested
options would immediately vest, regardless of whether Mr. Kalinske’s employment is terminated. Mr. Kalinske
would also be entitled to receive reimbursement for health insurance premiums paid by Mr. Kalinske for him and
his dependents for up to 12 months from the date his employment with LeapFrog ends.

Mr. Kalinske’s employment agreement terminates on April 20, 2008, unless terminated earlier pursuant to
the terms of the agreement.

Jerome J. Perez

On February 16, 2006, Mr. Perez resigned as President of LeapFrog. Despite his resignation, the
employment agreement, dated effective as of February 10, 2004, between Mr. Perez and LeapFrog remains
effective, as Mr. Perez is entitled to receive certain severance benefits upon termination of his employment with
LeapFrog, and as described in the next paragraph. Under the employment agreement Mr. Perez was entitled to
receive an annual base salary of $350,000 and an annual discretionary bonus of up to an additional 80% of
Mr. Perez’s then-current annual salary. At the time of the termination of his employment, Mr. Perez’s annual
base salary was $367,500. Under the terms of the employment agreement, Mr. Perez received an option to
purchase 400,000 shares of LeapFrog’s common stock, granted under LeapFrog’s 2002 Equity Incentive Plan
(the “Option™), vesting monthly for 48 months. At the time of the termination of his employment, Mr. Perez
owned vested options to purchase 412,499 shares of LeapFrog’s common stock. Mr. Perez received a signing
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bonus of $50,000, and the payment of|certain relocation expenses. The employment agreement also provided for
monthly reimbursement of the interest payments on the portion of the mortgage on Mr. Perez’s San Francisco
Bay Area residence that exceeded the ”amount of net proceeds from the sale of Mr. Perez’s New York residence,
less any tax deduction Mr. Perez receiyed for a portion of the mortgage interest payments, plus an amount
sufficient to gross-up Mr. Perez’s tax on a portion of the reimbursement amount (the “Mortgage Interest

" Reimbursement”). LeapFrog’s obhgauon to pay the Mortgage Interest Reimbursement terminated on the date
Mr. Perez’s employment with LeapFr(‘)‘g terminated. In 2005, the Mortgage Interest Reimbursement totaled
$117,707. Mr. Perez’s employment agreement also provided that in the event Mr. Perez’s employment
terminated within the first three years of his employment with LeapFrog and he sells his Bay Area residence
within 12 months after the termination\date to an unaffiliated third party for a sale price that is less than his
purchase price, he will be reimbursed for his lost principal investment in the Bay Area residence and the amount
he is required to pay the mortgagor upon the sale in excess of the sale price, up to a maximum of $750,000 total
reimbursement. Mr. Perez was also ent‘ltled to a car allowance of $650 per month and up to $5,000 each year for
the cost of term life insurance providin g for an aggregate beneflt of $1,000,000. Mr. Perez was also entitled to
certain benefits upon a change of control of LeapFrog.

l : . . A
Mr. Perez’s employment agreement provided that he would be entitled to receive the following severance
benefits upon a termination of employment under certain circumstances, including a voluntary termlnatlon for
good reason (as therein defined):

*  If the separation occurs after Fhe first year of his employment with us, and the Option has not
accelerated due to a change iﬁl control, one-half of the shares subject to the Option that have not
otherwise vested as of his sep“aration date will accelerate and become fully exercisable as of his
separation date with ns. The r@nammo unvested shares subject to the Option will cease vesting and
will terminate as of his separation date.

*  Mr. Perez will immediately cgmmence a consulting relationship with LeapFrog under the terms set
forth in the employment agre(lment If the separation occurs within the first three years of his
employment with us, the conshﬂtmo relationship will continue until the third anniversary of his
separation date. The consulting relationship will terminate immediately and LeapFrog will have no
continuing obligation to pay Mr. Perez any consulting fees if Mr. Perez provides any services or
assistance in any capacity to a\competitive business (as defined in the employment agreement).

Mr. Perez’s consulting fee would be $43,750 per month for the first two years after Mr. Perez’s
separation from LeapFrog and\would be reduced in the third year by the gross amount of any monetary

compensation earned by Mr. PJerez from any other work act1v1ty during the consulting period.

+  If Mr. Perez elects to continue fhis LeapFrog-provided health i insurance coverage pursuant to COBRA
law, Mr. Perez will be e:ntitled\durmCy the consulting period to reimbursement for premiums to continue
his health insurance at the sam; level of coverage for him and his dependents in effect as of the
separation date until the earher~ iof: (1) the date Mr. Perez becomes ehglb]e for group insurance
coverage with a subsequent employer and (2) the date his consulting relationship with LeapFrog
pursuant to his employment ag\reement ends.

On February 16, 2006, in connectiofl with the resignation of Mr. Perez, we entered into a Separation and

Consulting Agreement with Mr. Perez that modifies and supplements the employment agreement between
LeapFrog and Mr. Perez, dated as of February 10, 2004, In the Separation and Consulting Agreement, the

|
following material modifications were made to the terms set forth in the employment agreement:

JAXC dl

*  LeapFrog waived the requiremfﬁni set forth in the empldyment agreement that Mr. Perez provide us
with 30 days notice of his resignation as our President, and LeapFrog and Mr. Perez agreed that
effective as of February 15, 200”6, Mr. Perez resigned for “Good Reason” from that position and also

resigned from his position as a director of LeapFrog.

*  Mr. Perez will not receive the @onthly consulting fee provided for in the employment agreement for
the first six months after his resignation, but rather will receive, provided that certain criteria are met, a
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lump-sum payment in an equal amount-on the six-month anniversary of his resignation. A similar
six-month deferral will apply to the reimbursement of premiums for continued health coverage
provided for in the employment agreement. Thereafter, Mr. Perez will receive consulting fees and
health insurance premium reimbursement on a monthly basis as set forth in his employment agreement.

*  Mr. Perez waived his right to continue to vest in stock options covering 47,500 shares of our Class A
common stock granted to him in August 2005 with a strike price of $12.47 per share.

Timothy M. Bender

In November 2003, we amended and restated our employment agreement with Timothy Bender, our
President of Worldwide Consumer Group. The agreement expired on March 31, 2005, and provided for an
annual base salary of $260,000 and an annual bonus of up to an additional $90,000, subject to increases as
determined by our board of directors or its Compensation Committee. As of July 1, 2005, Mr. Bender’s annual
salary is $310,000, and on March 27, 2006, the Compensation Committee approved a bonus plan for Mr. Bender
under which he is eligible to receive a bonus payment of $200,000 if he achieves certain company initiatives as
approved by the Compensation Committee in 2006 and 2007.

Kathryn E. Olson

In September 2004, we entered into an employment agreement with Kathryn E. Olson, under which she
agreed to serve as our Chief Marketing Officer. The agreement provides for an annual base salary of $290,000
and a signing bonus of $150,000. As of July 1, 2005, Ms. Olson’s annual base salary is $296,000. Pursuant to the
agreement, management recommended to the Compensation Committee the following equity awards, which the
Compensation Committee subsequently approved: an option grant of 75,000 shares of LeapFrog Class A
Common Stock, of which one-fourth vested on the anniversary of her hire date and 1/36th of the remaining
shares have been vesting monthly thereafter, and a grant of 25,000 shares of restricted stock, of which 40%
vested in November 2005 and another 30% will vest in each of November 2006 and 2007. Ms. Olson is eligible
to participate in our cash bonus award program and our annual stock award program, including our performance
share program. The agreement also provides for reimbursement of certain relocation and annual financial
planning expenses, and a car allowance of $1,000 per month.

. If we terminate Ms. Olson’s employment without cause (as defined in the agreement), or if we terminate
Ms. Olson’s employment without cause during the 12 months following a change in control (as defined in the
agreement) of LeapFrog, or if Ms. Olson terminates her employment for good reason (as defined in the
agreement) during the same 12 month period, she is entitled to receive (1) a lump sum payment in an amount
equivalent to nine months of her then current base salary and (2) reimbursement for COBRA payments for nine
months following termination of her employment.

William B. Chiasson

In November 2004, we entered into an employment agreement with William B. Chiasson, under which he
agreed (o serve as our Chief Financial Officer. The agreement provides for an annual base salary of $290,000 and
an option grant of 150,000 shares of LeapFrog Class A Common Stock, of which one-fourth vested in November
2005, and 1/36th of the remaining shares have been vesting monthly thereafter. As of April 1, 2006,

Mr. Chiasson’s annual base salary is $305,000. The agreement also provides that Mr. Chiasson is eligible to
participate in our cash bonus award program and our annual stock award program, including our performance
share program. Mr. Chiasson is entitled to a car allowance of $650 per month.

If we terminate Mr. Chiasson’s employment without cause (as defined in the agreement), or if he terminates
his employment for good reason (as defined in the agreement), he is entitled to receive (1) a lump sum payment
in an-amount equivalent to nine months of his then current base salary, (2) reimbursement for COBRA payments
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for nine months folloWing termination1 of his employment and (3) a pro rata portion of any bonus that he would,
but for the termination, otherwise hawéT earned in the year of his last day of employment. In addition, all unvested
stock options held by Mr. Chiasson w1ll accelerate vesting such that the number of shares that would otherwise
vest within a twelve-month period under each option grant will become fully exercisable as of Mr. Chiasson’s

separation date with us. |

|
|

If we terminate Mr. Chiasson’s employment without cause during the 90 days prior to or 12 months
following a change in control (as deﬁned in the agreement) of LeapFrog, or if he terminates his employment for
good reason during the same period, Mr Chiasson would be entitled to receive (1) a lump sum payment in an
amount equivalent to twelve months Ofﬁ his then current base salary base salary, (2) reimbursement for COBRA
payments for twelve months following itermination of his employment and (3) any bonus that he would, but for
the termination, otherwise have earnedy \in the year of his last day of employment. In addition, one-half of the
unvested shares subject to all options hﬁ,ld by Mr. Chiasson would immediately vest upon the effective date of
the change in control and the remaining unvested shares would continue to vest pursuant to the terms of the stock
option agreements.

e

4
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CERTAIN RELATIONSHIPS AND RELATED PARTY TRANSACTIONS

Since April 2004, we have been a subsidiary of Mollusk Holdings, LLC, an entity controlled by. Lawrence J.
Ellison, which owns a majority of our voting shares. In August 2005, we entered into a software capital lease
agreement with Oracle Corporation for a new enterprise resource planning (ERP) system, Oracle 11i. The total
commitment of the lease, which expires on December 31, 2007, is $1,566,000. As of December 31, 2005,
Lawrence J. Ellison, the Chief Executive Office of Oracle Corporation, may be deemed to have or share the
power to direct the voting and disposition, and therefore to have beneficial ownership of approximately
16,500,000 shares of our Class B common stock, which represents approximately 53% of the combined voting
power of our Class A common stock and Class B common stock. For a more complete discussion of Mr.
Ellison’s beneficial ownership of our common stock, see “Security Ownership of Certain Beneficial Owners and
Management.” Jeffrey Berg, a former member of our board of directors who resigned in February 2003, serves -
on the board of directors of Oracle Corporation.

In 2005, LeapFrog paid Pillar Data Systems, Inc. a total of $155,000 in equipment fees. Mr. Ellison is the
majority stockholder in Pillar Data Systems, Inc.

In 2005, LeapFrog paid the Milken Institute a total of $125,000 in conference registration and sponsorship
fees in 2005.

We are currently involved in a dispute with Mounte LLC arising out of a 2002 tax sharing agreement
between LeapFrog and Knowledge Universe, Inc., the predecessor in interest of Mounte LLC. We are claiming a
$635,000 refund of amounts we previously paid under the agreement, while Mounte LLC is claiming we owe it
an additional payment of approximately $1,200,000. Mounte LLC is indirectly controlled by Michael R. Miiken,
Lowell J. Milken and Lawrence J. Ellison, who own a majority of our voting shares.

We believe that our board of directors will take such action as is necessary to comply with applicable

corporate law in connection with any transactions with affiliates, including in appropriate cases obtaining
approval by our independent directors.
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PROPOSAL TWO

AMENDMENT OF 2002 IFON-EMPLOYEE DIRECTORS’ STOCK OPTION PLAN
LeapFrog’s 2002 Non-Employee i?irectors’ Stock Option Plan, or Director Plan, was initially adopted by
our board of directors on July 2, 2002 and approved by our stockholders on July 19, 2002. On March 27, 2006,
the board adopted an amendment and restatement of the Director Plan (and renamed the Director Plan as the
2002 Non-Employee Directors’ Stock /‘}\ward Plan), subject to stockholder approval. In the event that this
proposal is not approved by the stockholders at our 2006 annual meeting of stockholders, the proposed
amendment and restatement of the Dlrector Plan will not be effected and the Director Plan will remain in full

force and effect without such amendment and restatement.

The following summary descrlptlo(n of the, Director Plan, as proposed to be amended and restated, is
qualified in its entirety by reference to tpe full text of the Director Plan that is attached to this proxy statement as

Appendix B including all changes that thls proposal would effect if approved by our stockholders at the annual
meeting. 4

Class A common stock and annual gran‘\ts of 15,000 shares of our Class A commion stock; provided, however, that
a non-employee director who holds the position of Chairman of our board of directors at the time of the annual
grant will receive an annual grant of 25 ‘OOO shares in lieu of an annual grant of 15,000 shares. The proposed
amendment to the Director Plan would prov1de for other types of stock awards that may be issued under the
Director Plan. Specifically, the, proposec;‘l amendment would provide LeapFrog with the ability to grant restricted
stock awards, restricted stock unit awards, stock appreciation rights and performance stock awards. Accordingly,
the proposed amendment would provide the board or a committee of the board with the discretion to provide that
o : o : . .

initial and annual grants under the Director Plan will be made in the form of stock options or such other types of
stock awards. In addition, in the event thwat initial and annual grants are made in the form of stock awards other
than options, the proposed amendment would provide the board or a committee of the board with the authority to
determine the number of shares subject o such stock awards.

1\

Currently, the aggregate number of\\\)shares of Class A common stock that may be issued pursuant to options

granted under the Director Plan is 750,0@?0 shares. The proposed amendment would increase the number of

shares that may be issued pursuant to options and other stock awards under the Director Plan to 1,250,000 shares.

\ : .
Currently, the Director Plan grants‘\to non-employee directors an initial grant of 30,000 shares of our

The affirmative vote of the holders of a majority of the shares present in person or represented by proxy and
entitled to vote at the meeting will be. requlred to approve this Proposal Two. Abstentions will be counted toward
the tabulation of votes cast on proposals presented to the stockholders and will have the same effect as negative
votes. Broker non-votes are counted towards a quorum, but are not counted for any purpose in determining
whether this matter has been approved.

‘“ .
DESCRIPTION OF DIRECTOR PLAN

The purpose of the Director Plan is to promote the long-term growth and financial success of LeapFrog. The
Director Plan is intended to secure for Le“apFrog and its stockholders the benefits of long-term incentives
inherent in increased common stock ownership by members of the board who are not employees of LeapFrog. It
is intended that the Director Plan will induce and encourage highly experienced and qualified individuals to serve -

on our board and assist LeapFrog in promoting a greater identity of interest between non-employee directors and
the stockholders of LeapFrog. ;

General. Our Director Plan provides for the automatic grant of stock awards to purchase shares of Class A
common stock to our six non-employee directors. The aggregate number of shares of Class A common stock that
may be issued pursuant to stock awards granted under the Director Plan, as amended, is 1,250,000 shares. If this
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Proposal Two is approved by the stockholders, then effective as of June 16, 2006, the number of shares available
for issuance under the Director Plan shall be reduced by (i) one share for each share of Class A common stock
issued pursuant to an option or a stock appreciation right, and (ii) two shares for each share of Class A common
stock issued pursuant to a restricted stock award or restricted stock unit award.

Shares may be issued i in connection with a merger or acquisition as permitted by the rules of the applicable
national securities exchange and such’issuance shall not reduce the number of shares available for issuance under
the Director Plan. If a stock award granted under the Director Plan expires or otherwise terminates without being
exercised in full, or if any shargs of Class A Common Stock ‘issued pursuant to a stock award are forfeited to or
repurchased by LeapFrog, including, but not limited to, any repurchase or forfeiture caused by the failure to meet
a contingency or condition required for the vesting of such shares, then the shares of Class A Common Stock not
issued under such stock award, or forfeited to or repurchased by LeapFrog shall revert to and again become
available for issuance under the Director Plan. Awards that are terminated, forfeited or repurchased shall result in
an increase in the share reserve of the Director Plan corresponding to the reduction originally made in respect of
the award. If any shares subject to a stock award are not delivered to a participant because such shares are
withheld for the payment of taxes or the stock award is exercised through a reduction of shares subject to the
stock award (i.e., “net exercised”), the number of shares that are not delivered shall remain available for issuance
under the Director Plan. If the exercise price of any stock award is satisfied by tendering shares of common stock
held by the participant, then the number of shares so tendered shall remain available for i issuance under the
Director Plan.

Shares issued under the Director Plan may be previously unissued shares or reacquired shares bought on the
market or otherwise. As of April 3, 2006, options (net of canceled or expired options) covering 558,750 shares of
Class A common stock had been granted pursuant to the Director Plan, and 175,278 shares of Class A common
stock (plus any shares that might in the future be returned to the Director Plan as a result of reacquisition of
unvested options, or as a result of cancellations or expirations) remained available for future grant under the
Director Plan. :

Administration. The board of directors will administer the Director Plan and has the power to construe
and interpret the Director Plan and stock awards granted under it, and to establish, amend and revoke rules and
regulations for its administration. In addition, the board may delegate to a committee of the board the authority to
determine the types of stock awards and the number of shares subject to such stock awards with respect to initial
and annual grants made under the Director Plan. ‘ :

Automatic Grants. Pursuant to the terms of the Director Plan, on July 2, 2002, each non-employee
director automatically was granted an option to purchase 25,000 shares of Class A common stock (the Initial
Grant). Any individual who becomes a non-employee director after July 2, 2002 automatlcally will be granted
the Initial Grant upon being elected to the board of directors.

Pursuant to the terms of the Director Plan, any individual who was a non-employee director on July 1, 2004
automatically was granted an option to purchase 15,000 shares of Class A common stock (the Annual Grant);
provided, however, that the Chairman of our board at such time instead received an Annual Grant to purchase
25,000 shares of our Class A common stock. Any individual who becomes a non-employee director after July 1,
2004 automatically will be granted the Annual Grant on each subsequent July { during his or her service as a
non-employee director; provided, however, that if a non-employee director is also Chairman of our board at the
time of the Annual Grant, such non-employee. director will instead receive an Annual Grant to purchase 25,000
shares of our Class A common stock. The number. of shares covered by the Annual Grant will be reduced, on a
pro rata basis, for each month an individual did not serve as a non-employee director during the preceding -
12-month period.

The Director Plan, as amended, provides that on or before December 31 of any calendar year, the board will
determine if all Initial and Annual Grants to be granted in the subsequent calendar year will be in the form of

40



options, restricted stock awards, restrict

awards. If the board does not make such

and Annual Grants to be granted in the

“Options.

An option granted to a non-emplo;l‘

the option may be exercised prior to ful
subject to repurchase by us in the event
the shares.

The exercise price of the options g
Class A common stock on the date of gr

" Initial and Annual Grarl
a three-year period from the date of grar

|

ed stock unit awards, stock appreciation rights or performance stock
a determination on or before December 31 of a calendar year, all Imtlal
ubsequent calendar year shall be in the form of options.

ts that are made in the form of options vest in monthly installments over
1t o ’

ee director may provide for an early exercise feature pursuant to which
vesting, resulting in unvested shares of Class A common stock being

of the non-employee director’s cessation of service prior to the vesting of

anted under the Director Plan will be equal to the fair market value of the

‘ant. Class A common stock issued pursuant to options granted under the

Director Plan may be paid for in cash, ir‘l shares of Class A common stock previously owned by the optionee,

ursuant to a “cashless” exercise progra
prog

consideration that may be acceptable to

No option granted under the Direct

was granted. Options granted under the

m, by a “net exercise” arrangement, or in any other form of legal
the board.

or Plan may be exercised after the expiration of 10 years from the date it
Director Plan are not transferable other than by will or by the laws of

descent and distribution and are exercisgble during the life of the optionee only by the optionee, unless otherwise

provided by the board of directors. How

I . . . 7L .
wever, an optionee may designate a beneficiary who may exercise the

|

option following the optionee’s death. An optionee whose service relationship with LeapFrog or a subsidiary

(whether as a non-employee director of

\lLeapFrog or subsequently as an employee, director or consultant of either

LeapFrog or a subsidiary) ceases for any reason may exercise vested options for the term provided in the option

agreement (three months generally, six months if the service relationship ends on account of disability or death).

. Other Stock Awards.

the number of shares of Class A common stock su

If an Initia

1 or Annual Grant is in the form of a stock award other than an option,

‘ bject to such Initial or Annual Grant shall be determined by the

il

board in its sole discretion. The terms of such other stock awards shall be determined by the board at the time of

|

|

grant in accordance with the following provisions.

Restricted Stock Awards.
restricted stock award agreements.

Restricted stock awards may be granted under the Director Plan pursuant to

A restricted stock award may be awarded in consideration for past or future services rendered or to be

rendered to LeapFrog or an affiliate or i
Class A common stock acquired under a
accordance with a vesting schedule as d

n any other form of legal consideration acceptable to the board. Shares of
restricted stock award may be subject to forfeiture to LeapFrog in

ltermined by the board. Upon termination of a non-employee director’s

o
)

|

service, LeapFrog may reacquire any forfeited shares of stock that have not vested as of such termination under

award may be transferred only upon suc

Restricted Stock Unit Awards. Re
pursuant to restricted stock-unit award a

The purchase price, if any, for restri

the terms of the applicable restricted stock award agreement. Rights to acquire shares under a restricted stock

h terms and conditions as determined by the board.

stricted stock unit awards may be granted under the Director Plan
greements.

icted stock unit awards may be paid in any form of legal consideration

acceptable to the board. A restricted stock unit award may be settled by the delivery of shares of Class A
common stock, in cash, or by any combination of these means as determined by the board. Restricted stock unit

|

awards vest at the rate specified in the restricted stock unit award agreement as determined by the board.

However, at the time of grant, the board
of stock or cash subject to the restricted

may impose additional restrictions or conditions that delay the delivery
stock unit award after vesting. Dividend equivalent rights may be
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credited with respect to shares covered by a restricted stock unit award. However, LeapFrog does not anticipate
paying cash dividends on its Class A commion stock for the foreseeable future. Except as otherwise provided in
the applicable restricted stock unit award agreement, restricted stock units that have not vested will be forfeited
upon the non-employee director’s termination of service.

Stock Appreciation Rights.  Stock appréciation rights may be granted under the Director Plan pursuant to
stock appreciation rights agreements.

Each stock appreciation right is denominated in shares of common stock equivalents. Upon exercise of a
stock appreciation right, LeapFrog will pay the non-employee director an amount equal to the excess of (i) the
aggregate fair market value of Class A common stock on the date of exercise, over (ii) the strike price determined
by the board on the date of grant. The appreciation distribution upon exercise of a stock appreciation right may
be paid in cash, shares of Class A common stock, or any other form of consideration determined by the board.

Stock appreciation rights vest and become exercisable at the rate specified in the-stock appreciation right
agreement as determined by the board. Upon termination of a non-employee director’s service, the non-employee
director generally may exercise any vested stock appreciation right for three months (or such longer or shorter
period specified in the stock appreciation right agreement) after the date such service relationship ends. In no
event may a stock appreciation right be exercised beyond the expiration of its term.

Performance Stock Awards. Under the Director Plan, a stock award may be granted, vest or be exercised
based upon certain service conditions or upon the attainment during a certain period of time of certain
performance goals. Such performance goals may be determined by the board in its-sole discretion or may be
based on the performance goals selected by the compensation committee of the board under LeapFrog’s 2002
Equity Incentive Plan. The length of any performance period, the performance goals to be achieved during such
performance period, and the measure of whether and to what degree such performance goals have been attained
shall be conclusively determined by the board in its sole discretion. In addition, to the extent permitted by
applicable law and the applicable award agreement, the board may determine that cash may be used in payment
of performance stock awards.

Adjustments to the Director Plan. If any change is made in the Class A common stock subject to the
Director Plan or subject to any stock award without receipt of consideration by LeapFrog (through merger,
consolidation, reorganization, recapitalization, stock dividend, dividend in property other than cash, stock split,
liquidating dividend, combination of shares, exchange of shares, change in corporate structure or otherwise), the
class(es) and maximum number of shares subject to the Director Plan, the stock awards automatically granted
under the Director Plan, and the class(es) and number of shares and price per share of stock subject.to
outstanding stock awards will be appropriately adjusted.

-Change in Control. If the service of a non-employee director is terminated within 12 months following a
Change in Control (as defined in the Director Plan), the unvested portion of the non-employee director’s stock
award automatically will become fully vested and immediately exercisable (if applicable), unless the termination
was a result of the non-employee director’s resignation (other than any resignation contemplated by the terms of
the Change in Control or required by us or the acquiring entity pursuant to the Change in Control). However, if
the vesting acceleration of a stock award granted to a non-employee director resuls in the imposition of the
“golden parachute” excise tax under Section 4999 of the Internal Revenue Code, then the “golden parachute”
payment will be reduced to the extent necessary to avoid the imposition of the excise tax, but only if the
reduction in vesting acceleration would result in a greater total payment for the non-employee director takmg into
account all applicable taxes, 1nclud1ng the excise tax.

Amendments to the Director Plan. The board of directors has the authority to amend the Director Plan,
so long as such action does not impair any stock award previously granted under the Director Plan, unless

consented to in writing by the non-employee director. In addition, no amendment will be effective unless
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approved by our stockholders where such amendment requires stockholder approval under applicable law or
stock exchange requirements. The board of directors may in its sole discretion submit any other amendment to

the Director Plan for stockholder appr&wal

Termination or Suspensidn of tli\‘e Director Plan. The board of directors may suspend or terminate the
Director Plan at any time. No stock awards may be granted under the Director Plan while the Director Plan is

suspended or after it is terminated. |

Federal Income Tax Consequences of the Director Plan.

The following is a summary of thel |principal United States federal income tax consequences to participants
and LeapFrog with respect to pammpanon in the Director Plan. This summary is not intended to be exhaustive,

and does not discuss the income tax 1avslfﬂs of any city, state or foreign jurisdiction in which a participant may

reside.
' x
Options. No taxable income is recognized by a participant upon the grant of a nonstatutory stock option.
Upon exercise of a nonstatutory stock option, the participant will recognize ordinary income equal to the excess,
if any, of the fair market value of the pu%chased shares on the exercise date over the exercise price paid for those
shares. Generally, LeapFrog will be entl\tled (subject to the requirement of reasonableness and the satisfaction of
a tax reporting obligation) to a corresponding income tax deduction in the tax year in which such ordinary

income is recognized by the participant.|Slightly different rules may apply to optionees who are subject to
Section 16(b) of the Exchange Act. ”

However if the shares acquired upon exercise of the nonstatutory stock option are unvested and subject to
repurchase by LeapFrog in the event of the participant’s termination of service prior to vesting in those shares,
the participant will not recognize any taxable income at the time of exercise, but will have to report as ordinary
income, as and when LeapFrog’s repurchase right lapses, an amount equal to the excess of (i) the fair market

-value of the shares on the date the repurchase right lapses, over (ii) the exercise price paid for the shares. The
participant may, however, elect under S UCUOD 83(b) of the Code to include as ordinary income in the year of
exercise of the option an amount equal to the excess of (i) the fair market value of the purchased shares on the
exercise date, over (ii) the exercise pricelpaid for such shares. If the Section 83(b) election is made, the
participant will not recognize any additional income as and when the repurchase right lapses.

Upon disposition of the stock, the participant will recognize a capital gain or loss equal to the difference
between the selling price and the sum of the amount paid for such stock plus any amount recognized as ordinary
income upon acquisition (or vesting) of the stock. Such gain or loss will be long-term or short-term depending on
whether the stock was held for more than|one year.

Restricted Stock Awards. Upon receipt of a restricted stock award, the participant will recognize ordinary
income equal to the excess, if any, of the falr market value of the shares on the date of issuance over the purchase

price, if any, paid for those shares. LeapF&rog will be entitled (subject to the requirement of reasonableness and
the satisfaction of a tax reporting obligation) to a corresponding income tax deduction in the tax year in which

such ordinary income is recognized by th? participant. Certain different rules may apply to recipients who are
subject to Section 16(b) of the Exchange Act.

However, if the shares issued upon the grant of a restricted stock award are unvested and subject to
repurchase by LeapFrog in the event of the participant’s termination of service prior to vesting in those shares,
the participant will not recognize any taxa‘l‘ale income at the time of issuance, but will have to report as ordinary
income, as and when LeapFrog’s repurchase right lapses, an amount equal to the excess of (i) the fair market
value of the shares on the date the repurchase right lapses, over (ii) the purchase price, if any, paid for the shares.
The participant may, however, elect underj Section 83(b) of the Code to include as ordinary income in the year of
issuance an amount equal to the excess of (x) the fair market value of the shares on the date of issuance, over
(y) the purchase price, if any, paid for sucl} shares. If the Section 83(b) election is made, the participant will not
recognize any additional income as and when the repurchase right lapses. :
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Upon disposition of the stock acquired upon the receipt of a restricted stock award, the participant will
recognize a capital gain or loss equal to the difference between the selling price and the sum of the amount paid
for such stock plus any amount recognized as ordinary income upon issuance (or vesting) of the stock. Such gain
or loss will be long-term or short-term depending on whether the stock was held for more than one year.

Restricted Stock Unit Awards. No taxable income is recognized upon receipt of a restricted stock unit
award. The participant will recognize ordinary income in the year in which the shares subject to that unit are
actually vested and issued to the participant in an amount equal to the fair market value of the shares on the date
of issuance. Subject to the requirement of reasonableness and the satisfaction of a tax reporting obligation,
LeapFrog will be entitled 1o an income tax deduction equal to the amount of ordinary income recognized by the
participant at the time the shares are issued. In general, the deduction will be allowed for the taxable year in
which such ordinary income is recognized by the participant.

Stock Appreciation Rights. No taxable income is realized upon the receipt of a stock appreciation right.
Upon exercise of the stock appreciation right, the fair market value of the shares (or cash in lieu of shares)
received is recognized as ordinary income to the participant in the year of such exercise. Subject to the
requirement of reasonableness and the satisfaction of a reporting obligation, Generally, with respect to
employees, LeapFrog is will be entitled to an income tax deduction equal to the amount of ordinary income
recognized by the participant.

The Board of Directors Recommends
A Vote in Favor of Proposal Two.
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AMENDM

PROPOSAL THREE
ENT OF 2002 EQUITY INCENTIVE PLAN

LeapFrog’s 2002 Equity Incentive Plan, or Equity Plan, was initially adopted by our board of directors on

May 24, 2002 and approved by our sto
amendment and restatement of the Equ
not approved by the stockholders at ou
restatement of the Equity Plan will not
without such amendment and restatem

A:kholders on July 19, 2002. On March 27, 2006, the board adopted an

ity Plan, subjeét to stockholder approval. In the event that this proposal is
r 2006 annual meeting of stockholders, the proposed amendment and

be effected, and the Equity Plan will remain in full force and effect

>Nt .

The following summary description of the Equity Plan, as proposed to be amended and restated, is qualified

I

in its entirety by reference to the full text of the Equity Plan that is attached to this proxy statement as Append1x

C including all changes that this propos

sal would effect if approved by our stockholders at the annual meeting.

Currently, a total of 19,000,000 shares of our Class A common stock is reserved for issuance under the

Equity Plan. On March 27, 2006, the C

ompensatlon Committee of our board of directors approved an

amendment and restatement of our Equ1ty Plan, principally to increase the aggregate number of shares of our

Class A common stock authorized for i

%suance under the Equity Plan by 2,000,000 shares. We are seeking

stockholder approval of the amendment and restatement of the Equity Plan approved by the Compensation

Committee of our board of directors on
expired stock awards) covering 6,663,3
Equity Plan, and 3,328,782 shares of C]
to the Equity Plan as a result of reacqui‘
expirations) remained available for futu

The affirmative vote of the holder

March 27, 2006. As of April 3, 2006, stock awards (net of canceled or
30 shares of our Class A common stock had been granted pursuant to the
ass A common stock (plus any shares that might in the future be returned
sition of unvested stock awards, or as a result of cancellations or

re grant under the Equity Plan.

ofa rhajority of the shares present in person or represented by proxy and

entitled to vote at the meeting will be required to approve this Proposal Three. Abstentions will be counted

|

toward the tabulation of votes cast on proposals presented to the stockholders and will have the same effect as

!

negative votes. Broker non-votes are counted towards a quorum, but are not counted for any purpose in

determining whether this matter has be;

DESCRIPTION OF EQUITY PLAN‘
The purpose of the Equity Plan is |

consultants and directors by providing
and by rewarding employees, key cons
long-term economic objectives. -

The Equity Plan automatically wil

the board of directors.

Eligibility. The Equity Plan pro

which may be granted solely

and stock appreciation rights
and consultants.

As of April 3, 2006, we had appro

Administration.

Nonstatutory stock options, re

Pursuant to the
administration of the Equity Plan to the

[
en approved.

to enable LeapFrog to attract and retain talented employees, key
an incentive to such individuals through equity participation in LeapFrog,

| . . . N
ultants and directors who contribute to the achievement of LeapFrog’s

| terminate ten years after its adoption, unless it is terminated earlier by

ides for the following types of stock awards to the following persons:

J

Incentive stock options, as defined under the Internal Revenue Code of 1986, as amended (the “Code”)

“to employees (including officers); and

stricted stock awards, stock bonus awards, restricted stock unit awards
all of which may be granted to employees (including officers), directors

3

ximately 830 émployees eligible to participate in the Equity Plan.

terms of the Equity Plan, the board of directors has delegated
Compensation Committee of the board of directors (the “Committee”);
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provided, however, that in the case of stock awards intended to qualify as “performance-based compensation”
within the meaning of Section 162(m) of the Code, or that are made to persons who are subject to Section 16 of
the Exchange Act, the Committee will consist, respectively, solely of two or more “outside directors” within the
meaning of Section 162(m) of the Code and solely of two or more “non-employee directors” within the meaning
of Section 16 of the Exchange Act. Subject to the terms of the Equity Plan, the Committee determines recipients,
the numbers and types of stock awards to be granted and the terms and conditions of the stock awards, including
the period of their exercisability and vesting.. Subject to the limitations set forth below, the Committee will also
determine the exercise, purchase or strike price of each stock award. In granting a performance-based stock
award, the Committee will set a period of time (a Performance Period) which will generally be three years long,
over which the attainment of one or more goals (Performance Goals) will be measured for the purpose of
determining whether the award recipient has a vested right in or to such stock award. Within the time period
prescribed by Section 162(m).of the Code (typically before the 90th day of a Performance Period), the
Committee will establish the Performance Goals, based upon one or more pre-established criteria (Performance
Criteria) enumerated in the Equity Plan. As soon as administratively practicable following the end of the
Performance Period, the Committee will certify (in writing) whether the established Performance Goals have
been satisfied. As used herein with respect to the Equity Plan, the “board of directors” refers to any committee to
which the board of directors delegates administration of the Equity Plan (and, if applicable, such a subcommittee)
as well as to the board of directors itself.

Stock Subject to the Equity Plan. Subject to this proposal, the maximum number of shares of Class A
common stock available for issuance under the Equity Plan is 21,000,000, except as described below under
“Adjustment Upon Changes in Stock,” and the maximum number of shares of Class A common stock that may
be awarded pursuant to incentive stock options is 21,000,000. If this Proposal Three is approvéd by the
stockholders, then effective as of June 16, 2006, the number of shares available for issuance under the Equity
Plan shall be reduced by (i) one share for each share of Class A common stock issued pursuant to an option or a
stock appreciation right, and (if) two shares for each share of Class A common stock issued pursuant to a stock
bonus award, restricted stock award or restricted stock unit award.

No person may be granted awards under the Equity Plan covering more than 2,000,000 shares of Class A
common stock in any calendar year. Shares may be issued in connection with a merger or acquisition as
permitted by the rules of the applicable national securities exchange, and such issuance shall not reduce the
number of shares available for issuance under the Equity Plan. If an award granted under the Equity Plan expires
or otherwise terminates without having been exercised in full, the shares of Class A common stock subject to
such awards will again become available for issuance under the Equity Plan. If any shares issued pursuant to a
stock award under the Equity Plan are forfeited back to or repurchased by LeapFrog, the forfeited or reacquired
stock will again become available for reissuance under the Equity Plan. Awards that are terminated, forfeited or
repurchased shall result in an increase in the share reserve of the Equity Plan corresponding to the reduction
originally made in respect of the award. If stock awards granted under the Equity Plan are not delivered to a
participant because (i) the stock award is exercised through a reduction in the number of shares subject to the
stock award (a “net exercise”), (i) the appreciation distribution upon exercise of a stock appreciation right is paid
in sharés of Class A common stock, or:(c) shares are withheld in satisfaction of applicable withholding taxes, the
number of shares not delivered will become again available for subsequent issuance under the Equity Plan.
Finally, if the exercise price is satisfied by tendering shares of Class A common stock previously held by a
participant, the number of shares so tendered will become again available for subsequent issuance under the
Equity Plan. Shares issued under the Equ1ty Plan may be previously unissued shares or reacquired shares bought
on the market or otherwise.

Stock Options. Stock options are granted pursuant to stock option agreements. The exercise price of
incentive stock options must be at least 100% of the fair market value of the Class A common stock on the date
of the grant and, in some cases, at least 110% of such fair market value, as described below. The exercise price of
nonstatutory stock options must be at least 50% of the fair market value of the Class A common stock on the
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grant date. However, the exercise price for any option intended to qualify as “performance-based compensation”

within the meaning of Section 162(m) [of the Code cannot be less than 100% of the fair market value of the
Class A common stock on the date of grant.

Options granted under the Equity|Plan vest at the rate and under the terms and conditions specified in the
option agreement. A stock option mayi\provide for an early exercise feature pursuant to which the option may be
exercised prior to full vesting, resulting in unvested shares of Class A common stock being subject to repurchase
by us in the event of the optionee’s cessation of service prior to the vesting of the shares.

- In general, stock options granted ‘under the Equity Plan may not be exercised after the expiration of 10 years
from the date of grant. If an optionee’s relationship with us, or any affiliate of ours, terminates for any reason
other than disability or death, the optionee may exercise his or her option (to the extent that such option was
vested at the time of termination), but only within the period of time ending on the earlier of (i) 3 months
following such termination (or such lo’nger or shorter period as specified in the option agreement) or (ii) the
expiration of the term of the option as set forth in the option agreement. If an optionee’s relationship with us, or
any affiliate of ours, terminates due to ‘Edisability, the optionee may exercise his or her option (to the extent that
such option was vested at the time of t:?trmination), but only within the period ending on the earlier of (i) 6
months following such termination (orﬂ such longer or shorter period as specified in the option agreement) or
(ii) the expiration of the term of such %ption-as set forth in the option agreement. If an optionee’s relationship
with us, or any affiliate of ours, terminuates as a result of the optionee’s death or the optionee dies within a
specified period after termination of 'se\\rvice, the optionee’s estate, heirs or beneficiaries may exercise the option
(to the extent that such option was vested at the time of death), but only within the period ending on the earlier of
(1) 6 months following the optionee’s death (or such longer or shorter period as specified in the option
agreement) or (ii) the expiration of the‘“term of the option as set forth in the option agreement. If an option is not

exercised within the time specified in t“he option agreement, such option terminates.
|

Class A common stock issued pufsuant to stock options granted under the Equity Plan may, at the discretion

of the board of directors, be paid for (i) in cash, check, bank draft or money order, (ii) pursuant to a broker-
assisted cashless exercise, (iii) by deli\“lery of other Class A common stock of the Company, (iv) according to a

deferred payment or similar arrangement, (iv) pursuant to a net exercise arrangement, or (vi) in any other form of
legal consideration acceptable to the board.

Generally, an optionee may not transfer a stock option other than by will or the laws of descent and
distribution unless the optionee holds.a nonstatutory stock option and the terms of the stock option agreement

provide otherwise. However, an optionee may designate a beneficiary who may exercise the option following the
optionee’s death.

Tax Limitations on Incentive Stock Option Grants. Incentive stock options may be granted only to our
employees. The aggregate fair market | alue, determined at the time of grant, of shares of our Class A common
stock with respect to incentive stock options that are exercisable for the first time by an optionee during any
calendar year under all of our stock plaplns may not exceed $100,000. No incentive stock option may be granted to
any person who, at the time of the grant, owns or is deemed to own stock possessing more than 10% of the total

combined voting power of LeapFrog or any affiliate unless the following conditions are satisfied:

»  The option exercise price is at least 110% of the fair market value of the stock subject to the optioﬁ on
the date of grant; and

»  The term of the incentive stock option award does not exceed five years from the date of grant.

Stock Bonus Awards. Stock bopus awards are granted pursuant'to stock bonus agreements.

Shares awarded under a stock bon“!us award may be subject to repurchase by us in accordance with a vesting
schedule to be determined by the board of directors. The grant or vesting of stock bonus awards may also be
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subject to Performance Goals to be determined by the Committee, based on a service condition or on one or more
of the following Performance Criteria: (i) earnings per share; (ii) earnings before interest, taxes and depreciation;
(iii) earnings before interest, taxes, depreciation and amortization (EBITDA); (iv) net earnings; (v) total
stockholder return; (vi) return on equity; (vii) return on assets; (viii) return on investment; (ix) return on capital
employed; (x) operating margin (xi) gross margin; (xii) operating income; (xiii) net income; (xiv) net operating
income; (xv) net operating income after tax; (xvi) pre- and after-tax income; (xvii) pre-tax profit;

(xviii) operating cash flow; (xix) net sales; (xx) net sales growth; (xxi) expenses; (xxii) improvement in or
attainment of expense levels; (xxiii) improvement in or attainment of working capital levels; (xxiv) market share;
(xxv) cash flow; (xxvi) cash flow per share; (xxvii) economic value added (or an equivalent metric); (xxiii) share
price performance; (xxix) debt reduction; and (xxx) other measures of performance selected by the Committee.

If a stock bonus award recipient’s relationship with us, or any affiliate of ours, terminates, we may reacquire
any of the shares subject to such award that are unvested as of the date of such termination. A stock bonus award
may be awarded in consideration for past services rendered to us or any affiliate of ours. Rights to acquire shares-
under a stock bonus award may be transferable only to the extent provided in a stock bonus agreement.

Restricted Stock Awards. Restricted stock awards are granted pursuant to restricted stock agreements.
The purchase price of a restricted stock award cannot be less than 50% of the fair market value of the Class A
common stock on the date of grant or at the time the purchase is made.

Shares awarded under a restricted stock award may be subject to repurchase by us in accordance with a
vesting schedule to be determined by the board of directors. If a restricted stock award recipient’s relationship
with us, or any affiliate of ours, terminates, we may repurchase or reacquire any of the shares subject to such
award that are unvested as of the date of such termination. Class A common stock acquired pursuant to a
restricted stock award may be paid for in cash or, if provided in the restricted stock agreement at the discretion of
the board of directors, pursuant to a deferred payment arrangement or in other legal consideration approved by
the board of directors. Rights to acquire shares under a restricted stock award may be transferable only to the
extent provided in a restricted stock award agreement.

Restricted Stock Unit Awards. Restricted stock unit awards are granted pursuant to restricted stock unit
award agreements. The purchase price, if any, for restricted stock unit awards may be paid in any form of legal
consideration acceptable to the board of directors.

Restricted stock unit awards vest at the rate specified in the restricted stock unit award agreement as
determined by the board of directors. However, at the time-of grant, the board of directors may impose additional
restrictions or conditions that delay the delivery of stock or cash subject to the restricted stock unit award to a
time after vesting. A restricted stock unit award may be settled by the delivery of shares of LeapFrog’s Class A
common stock, cash, any combination of the two or in any other form of consideration, as determined by the
board of directors. Dividend equivalent rights may be credited with respect to shares covered by a restricted stock
unit award as determined by the board of directors and contained in the restricted stock unit award agreement.
However, LeapFrog does not anticipate paying cash dividends on its Class A common stock for the foreseeable
future. If a restricted stock unit award recipient’s relationship with us, or any affiliate of ours, terminates, .
restricted stock units that have not vested will be forfeited on the date of such termination, except as otherwise
may be provided in the restricted stock unit award agreement,

Stock Appreciation Rights. Stock appreciation rights are granted pursuant to stock appreciation rights
agreements. The maximum term of stock appreciation rights granted under the Equity Plan is 10 years.

Each stock appreciation right is denominated in shares of Class A common stock equivalents. The strike
price of stock appreciation rights may not be less than 100% of the fair market value of the Class A common
stock equivalents subject to the stock appreciation rights on the date of grant. Upon exercise of a stock
appreciation right, LeapFrog will pay the recipient an amount equal to the excess of (i) the aggregate fair market
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value on the date of exercise of a num

ber of Class A common stock equivalents with respect to which the

recipient is exercising the stock appre)e;iation‘ right, over (ii) the strike price determined by the board of directors
on the date of grant. The appreciation distribution upon exercise of a stock appreciation right may be paid in
cash, shares of LeapFrog’s Class A common stock, any combination of the two or in any other form of
consideration determined by the board of directors.

Stock appreciation rights vest and
agreement as determined by the board
or any afflhate of ours, terminates, the;
months (or such longer or shorter peri
service relationship ends. In no event
term. '

Acceleration of Awards. ”

notwithstanding the vesting schedule or terms relating to the exercisability contained in a stock option agreement.

Adjustments upon Changes in \

Equity Plan or subject to any stock award without receipt of consideration by LeapFrog (through merger,
consolidation, reorganization, recapltahzatlon stock dividend, dividend in property other than cash, stock split,

liquidating dividend, combination of sh
class(es) and maximum number of shar
under the Equity Plan and the class(es)
stock awards will be appropriately adju

of directors. If a stock appreciation rights recipient’s relationship with us,
recipient generally may exercise any vested stock appreciation right for 3
’d specified in the stock appreciation rights agreement) after the date such
nay a stock appreciation right be exercised beyond the expiration of its

The board

Stock.

become exercisable at the rate specified in the stock appreciation right

of directors has the power to accelerate the vesting of a stock award

If any change is made in the Class A common stock subject to the

ares, exchange of shares, change in corporate structure or otherwise), the
es subject to the Equity Plan, the maximum annual award limit applicable
and number of shares and price per share of stock subject to outstanding
sted.

Corporate Transactions. , In the event of a Corporate Transaction (as defined in the Equity Plan), any
surviving or acquiring corporation may|assume or continue any stock awards outstanding under the Equity Plan
or may substitute similar awards for those outstanding under the Equity Plan. A surviving corporation or
acquiring corporation (or its parent) rnay choose to assume or continue only a portion of a stock award or
substitute a similar stock award for only a portion of a stock award. If a surviving or acquiring corporation does
not assume or continue such stock awaﬁds or substitute similar awards, then, unless otherwise provided by the
board of directors, any outstanding ston:‘}( awards that have not been assumed or substituted may be exercised (to
the extent vested) prior to the effective time of such corporate transaction, and any such stock awards will
terminate if not exercised prior to the ef\fecnve time of such corporate transaction.

Changes in Control. In the evex‘lt of a Change in Control (as defined in the Equity Plan), an outstanding
stock award held by a recipient whose relationship with us, or any affiliate of ours, has not terminated may be
subject to additional acceleration of Vesting and exercisability upon of after such Change in Control to the extent
provided in a stock award agreement or‘ any other written agreement between the recipient and us or an affiliate.
In the absence of such provision, however, no such acceleration will occur,

Amendments to the Equity Plan. The board of directors has the authority to amend the Equity Plan, so
long as such action does not impair anyjstock award previously granted under the Equity Plan, unless consented
to in writing by the holder of such awar&['l In addition, no amendment will be effective unless approved by our
stockholders where such amendment requlres stockholder approval under applicable law or stock exchange
requirements. The board of directors may, in its sole discretion, submit any other amendment to the Equity Plan
for stockholder approval. ‘ :

e Equity Plan.  The board of directors may suspend or terminate the
s may be granted under the Equity Plan while the Equity Plan is

Termination or Suspension of the
Equity Plan at any time. No stock award
suspended or after it is terminated.
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Federal Income Tax Consequences of the Equity Plan.

The following is a summafy of the principal United States federal income tax consequences to participants
and LeapFrog with respect to participation in the Equity Plan. This summary is not intended to be exhaustive,
and does not discuss the income tax laws of any city, state or foreign jurisdiction in which a participant may
reside. ‘

Options. There are no federal income tax consequences to the optionee or us by reason of the:grant of a
nonstatutory stock option. Upon exercise of a nonstatutory stock option, the optionee normally will recognize
taxable ordinary income equal to the excess of the fair market value of our Class A common stock on the date of
exercise over the option exercise price. With respect to employees, we are generally required to withhold an
amount based on the ordinary income recognized. Generally, we will be entitled to a business expense deduction
equal to the taxable ordinary income realized by the optionee. Upon disposition of the stock, the optionee will
recognize a capital gain or loss equal to the difference between the selling price and the sum of the amount paid
for such stock plus any amount recognized as ordinary income upon exercise of the option. Such gain or loss will
be long-term or short-term depending on whether the stock was held for more than one year. Slightly different
rules may apply to optionees who are subject to Section 16(b) of the Exchange Act.

Incentive stock options granted under the Equity Plan are intended to qualify for favorable tax treatment
under Section 422 of the Code. There generally are no federal income tax consequences to the optionee or us by
reason of the grant or exercise of an incentive stock option. However, the exercise of an incentive stock option
may increase the optionee’s alternative minimum tax liability, if any. If an optionee holds stock acquired through
exercise of an incentive stock option for more than two years from the option grant date and more than one year
from the date on which the shares are transferred to the optionee upon exercise of the option, any gain or loss on
a disposition of such stock will be a long-term capital gain or loss. Generally, if the optionee disposes of the
stock before the expiration of either of these holding periods (a “disqualifying disposition”), then at the time of
disposition the optionee will realize taxable ordinary income equal to the lesser of (i) the excess of the stock’s
fair market value on the exercise date over the exercise price, or (ii) the optionee’s actual gain, if any, on the
purchase and sale. The optionee’s additional gain or any loss upon the disqualifying disposition will be a capital
gain or loss, which will be long-term or short-term depending on whether the stock was held for more than one
year. To the extent the optionee recognizes ordinary income by reason of a disqualifying disposition, we '
generally will be entitled (subject to the requirement of reasonableness, the provisions of Section 162(m) of the
Code and the satisfaction of a tax reporting obligation) to a corresponding business expense deductlon in the tax
year in which the disqualifying disposition occurs.

Stock Bonus and Restricted Stock Awards. There are no tax consequences to the recipient or us by
reason of the grant of a stock bonus or restricted stock award. Upon receipt of the stock pursuant to such award,
the recipient normally will recognize taxable ordinary income equal to the excess of the stock’s fair market value
over the purchase price, if any. However, to the extent the stock is subject to certain types of vesting restrictions,
the taxable event will be delayed until the restrictions lapse, unless the recipient elects to be taxed on receipt of
the stock by filing a Section 83(b) election. With respect to employees, we generally are required to withhold an
amount based on the ordinary income recognized. Generally, we will be entitled (subject to the requirement of
reasonableness, the provisions of Section 162(m) of the Code and the satisfaction of a tax reporting obligation) to
a business expense deduction equal to the taxable ordinary income realized by the recipient. Upon disposition of
the stock, the recipient will recognize a capital gain or loss equal to the difference between the selling price and
the sum of the amount paid for such stock plus any amount recognized as ordinary income upon acquisition (or
vesting) of the stock. Such gain or loss will be long-term or short-term depending on whether the stock was held
for more than one year. Certain different rules may apply to rec1p1ents who are subject to Section 16(b) of the
Exchange Act. ‘

Restricted Stock Unit Awards. No taxable income is recognized upon receipt of a restricted stock unit
award. The recipient generally will recognize ordinary income in the year in which the shares subject to that unit
are actually vested and issued to the recipient in an amount equal to the fair market value of the shares on the
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date of issuance. The recipient and LeapFrog will be required to satisfy certain tax withholding requirements
applicable to such income. Generally,‘i:we will be entitled (subject to the requirement of reasonableness, the
provisions of Section 162(m) of the C(:ade and the satisfaction of a tax reporting obligation) to an income tax
deduction equal to the-amount of ordigary income recognized by the recipient at the time the shares are issued. In
general, the deduction will be allowed“for the taxable year in which such ordinary income is recognized by the

recipient.

Stock Appreciation Rights. No taxable income is realized upon the receipt of a stock appreciation right.
Upon exercise of the stock apprecratro%r right, the fair market value of the shares (or cash in lieu of shares)
received is recognized as ordinary income to the recipient in the year of such exercise. Generally, with respect to
employees, we are required to Wrthho]% from the payment made on exercise of the stock appreciation right or
from regular wages or supplemental w‘a\ge payments an amount based on the ordinary income recognized.
Generally, LeapFrog will be entitled (s“ubject to the requirement of reasonableness, the provisions of
Section 162(m) of the Code, and the sa{‘trsfactron of a tax reporting obligation) to an income tax deduction in the

year in which such ordinary income is l»recogmzed by the recipient.

Potential Limitation on Comparhly Deductions. Section 162(m) of the Code denies a deduction to any
publicly held corporation for compensgtion paid to certain covered employees in a taxable year to the extent that
compensation exceeds $1 million for ajcovered employee. It is possible that compensation attributable to stock
awards granted in the future under the Equity Plan, when combined with all other types of compensation received
by a covered employee from us, may cgluse this limitation to be exceeded in any particular year.

\} ‘

Certain kinds of compensation, mpludrng qualified “performance-based compensation,” are disregarded for
purposes of the deduction limitation. In accordance with Treasury Regulations issued under Section 162(m) of
the Code, compensation attributable to stock options and stock appreciation rights will qualify as performance-
based compensation if such awards are,granted by a compensation committee comprised solely of “outside
directors” and the plan contains a per- e“mployee limitation on the number of shares for which such awards may

be granted during a specified period, thlc per-employee limitation is approved by the stockholders, and the
exercise or strike price of the award is r{ll'o less than the fair market value of the stock on the date of grant.

Compensation attributable to stock options or stock appreciation rights with exercise or strike prices less
than fair market value on the date of grant stock bonus awards, restricted stock awards and restricted stock unit
awards will qualify as performance- bas\ed compensation under the Treasury Regulations issued under
Section 162(m) only if (i) the award is granted by a committee comprised solely of outside directors, (ii) the
award is granted or becomes vested (or1exercrsable) only upon the achievement of an objective performance goal
established in writing by the committee{while the outcome is substantially uncertain, (iii) the committee certifies
in writing prior to the granting or vesting (or exercisability) of the award that the performance goal has been
satisfied and (iv) prior to the granting o:r vesting (or exercisability) of the award, stockholders have approved the
material terms of the award (including t]he class of employees eligible for such award, the business criteria on
which the performance goal is based, and the maximum amount, or formula used to calculate the amount,
payable upon attainment of the performance goal).

" The Board of Directors Recommends
Al Vote in Favor of Proposal Three.
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NEW PLAN BENEFITS
2002 Director Plan

The following table presents certain information with respect to awards that will be granted under the
Director Plan to our current non-executive directors in 2006.

Name and Position Number of Shares of Class A Common Stock
Steven B. Fink, Chairman of the Board . ...... ... e ) 25,000
Jeffrey G. Katz, Director . ................. P 15,000
Stanley E. Maron, Director ................... AP 15,000
E. Stanton McKee, Jr., Director . . . . . e : 15,000
David C. Nagel(1), Director .............. e 12,499
Ralph R. Smith, Director ... ... S -~ 15,000
Caden Wang, DIirector .. ....cv ettt et 15,000

(1) Dr. Nagel joined our board of directors in September 2005, and will receive a pro-rata portion of the annual
stock award granted to our non-employee directors based on the number of months he served on our board
between July 2005 and July 2006.

2002 Equity Incentive Plan

Future benefits under the Incentive Plan are not currently determinable; however, the benefits to any
director, officer or employee from future equity awards will not increase solely because of approval of the
amendment to the Incentive Plan. Determinations as to the amounts and terms of any future awards under the
Incentive Plan will be made by the Compensation Committee within its sole discretion.

EQUITY COMPENSATION PLAN INFORMATION

The following table shows certain information concerning our Class A common stock to be issued in
connection with our Equity Plan and our Director Plan as of December 31, 2005:

- Number of securities

Number of securities remaining available for
to be issued upon Weighted-average future issuance under equity
exercise of exercise price of compensation plans
outstanding options, outstanding options, -(excluding securities reflected
) warrants and rights  warrants and rights in column (a))
Plan Category i (a) ‘(b) (c)

Equity compensation plans approved by

security holders ... ... e 6,806,098(1) $16.34 4,864,510(2)
Equity compensation plans not approved by

security holders . ................... . — — —

TOTAL . ... 6,806,098 $16.34 4,864,510

(1) Includes 314,539 performance based stock awards granted under our 2002 Equity Incentive Plan, which
may be issued if certain performance measures are met. Currently none of the awards are vested.
(2) Includes 1,158,339 shares reserved for issuance under our 2002 Employee Stock Purchase Plan.
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PROPOSAL FOUR

J .
RATIFICATION OF SELECTION OF INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM

The Audit Committee of the board of directors has selected Ernst & Young LLP as LeapFrog’s independent
registered public accounting firm for tPe fiscal year ending December 31, 2006, and has further directed that
management submit the selection of independent registered public accounting firm for ratification by the
stockholders at the annual meeting. Ernst & Young LLP has audited LeapFrog’s consolidated financial
statements since September 1997. Rep“resentatwes of Ernst & Young LLP are expected to be present at the

annual meeting, will have an opponumty to make a statement if they so desire and will be available to respond to
appropriate questions.

Neither LeapFrog’s bylaws nor other governing documents or law require stockholder ratification of the
selection of Ernst & Young LLP as Le]zf\pFrog’s independent registered public accounting firm. However, the
Audit Committee is submitting the selectlon of Ernst & Young LLP to the stockholders for ratification as a
matter of good corporate practice. If the stockholders fail to ratify the selection, the Audit Committee will
reconsider whether or not to retain that firm. Even if the selection is ratified, the Audit Committee in its
discretion may direct the appointment ‘ci»f a different independent registered public accounting firm at any time
during the year if they determine that s‘uch a change would be in the best interests of LeapFrog and its
stockholders. \l

The affirmative vote of the majori\ty of the votes represented by the holders of shares present in person or
represented by proxy and entitled to vo’te at the annual meeting will be required to ratify the selection of Ernst &
Young LLP. Abstentions will be counted toward the tabulation of votes cast on proposals presented to the
stockholders and will have the same effect as negative votes. Broker non-votes are counted towards a quorum,

but are not counted for any purpose in determmmg whether this matter has been approved.

Independent Registered Public Accounting Firm Fee Information

In connection with the audit of [hel2005 financial statements, we entered into an engagement agreement
with Ernst & young LLP which set forth the terms by which Ernst & Young LLP will perform audit services for
us. That agreement is subject to alternative dispute resolution procedures and our exclusion of punitive damages.

The following table represents aggregate fees billed or to be billed to LeapFrog for services performed for

the fiscal years ended December 31, 2005 and 2004, by Ernst & Young LLP, our independent registered public
accounting firm.

Fiscal Year Ended

(in thousands)

2005 2004
Audit Fees .. ..o $2,992 $3.028
Audit-related Fees ... .. . oo e 175 130
Tax Fees ... 103 340

A OtherFees ... — —
Total Fees . ........ .0 o $3,270 $3,498

All services provided by Ernst & Young LLP for the fiscal years ended December 31, 2005 and 2004 were
approved by the Audit Committee. The fees for 2004 have been revised to reflect actual amounts billed.

Audit Fees

The aggregate fees billed or to be billed by Ernst & Young LLP for financial audit services totaled $3.0
million in 2005 and $3.0 million in 2004 The above amounts include fees associated with the annual audit, the
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reviews of our annual report on Form 10-K and quarterly reports on Form 10-Q, statutory audits required
internationally, services related to compliancé with Sarbanes-Oxley Act of 2002 internal control testing and
review of correspondence with the SEC.

Audit-Related Fees

The aggregate fees billed by Ernst & Young LLP for audit-related services totaled $0.2 million in 2005 and
$0.1 million in 2004, which consisted of fees related to due diligence on potential or proposed acquisitions.

Tax Fees

The aggregate fees billed by Ernst & Young LLP for tax services, consisting of tax compliance, tax advice
and tax planning, totaled $0.1 million in 2005 and $0.3 million in 2004.

All Other Fees
There were no other fees paid to Ernst & Young LLP in 2005 and 2004.

Pre-Approval Procedures of Audit and Non-Audit Services by the Independent Registered Public
Accounting Firm

As set forth in its charter, the Audit Committee must pre-approve all audit and non-audit services performed
by the independent registered public accounting firm. As allowed under its charter, the Audit Committee has
delegated to the Chairman of the Audit Committee, Mr. E. Stanton McKee, the authority to grant such
pre-approvals, provided that all approvals made by the Chairman are presented to the full Audit Committee for
its ratification at each of its scheduled meetings. In determining whether to approve audit and non-audit services
to be performed by Ernst & Young LLP, the Audit Committee takes into consideration the fees to be paid for
such services and whether the fees would affect the independence of the independent registered public
accounting firm in performing its audit function. In addition, when determining whether to approve non-audit
services to be performed by Ernst & Young LLP, the Audit Committee considers whether the performance of
such services is compatible with maintaining the independence of the independent registered public accounting
firm in performing its audit function, and under no circumstances will the non-audit services include the
prohibited activities set forth in Section 201 of the Sarbanes-Oxley Act of 2002. The Audit Committee has
determined that the rendering of the services other than audit services by Ernst & Young LLP is compatible with
maintaining the registered public accounting firm’s independence.

The Board of Directors Recommends
A Veote in Favor of Proposal Four.
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HOUS‘EHOLDING OF PROXY MATERIALS

The SEC has adopted rules that pe”rmit companies and intermediaries (e.g., brokers) to satisfy the delivery
requirements for proxy statements and {annual reports with respect to two or more stockholders sharing the same
address by delivering a single proxy statement addressed to those stockholders. This process, which is commonly
referred to as “householding,” potentially means extra convenience for stockholders and cost savings for
companies.

This year, a number of brokers wi‘ h account holders who are LeapFrog stockholders will be “householding”
our proxy materials. A single proxy statement may be delivered to multiple stockholders sharing an address
unless contrary instructions have been received from the affected stockholders. Once you have received notice
from your broker that they will be “householding” communications to your address, “householding” will
continue until you are notified otherwise or you submit contrary instructions. If, at any time, you no longer wish
to participate in “householding” and W(ﬁ)llld prefer to receive a separate proxy statement and annual report, you
may: (1) notify your broker; (2) direct your written request to our Vice President of Investor Relations, 6401
Hollis Street, Suite 100, Emeryville, C%lifomia 94608 or to ir@leapfrog.com or (3) contact our Vice President of
Investor Relations at (510) 420-5150. S‘»‘tockholders who currently receive multiple copies of the proxy statement
at their address and would like to reque;}st “householding” of their communications should contact their broker. In
addition, LeapFrog will promptly deliv“er, upon written or oral request to the address or telephone number above,
a separate copy of the annual report and proxy statement to a stockholder at a shared address to which a single

copy of the documents was delivered.

‘ OTHER MATTERS
The board of directors knows of no other matters that will be presented for consideration at the annual
meeting. If any other matters are properly brought before the meeting, it is the intention of the persons named in

the accompanying proxy to vote on such matters in accordance with their best judgment.

By Order of the Board of Directors

“Reti (o

Peter M. O. Wong
Corporate Secretary

April 26, 2006
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director’s relationship with LeapFrog, in and of itself, will not be deemed material.

1.

APPENDIX A
CATEGORICAL STANDARDS OF DIRECTOR INDEPENDENCE

If a director’s relationship with LeapFrog falls within any of the following categorical standards, the

The director is affiliated with or e nployed by a company, partnership or other entity that receives payments
from LeapFrog for property or ser\wces which, in the current fiscal year, do not exceed the greater of (a) $1
million or (b) 2% of such other company’s consolidated gross revenues; provided, that, solely for purposes
of determining “audit committee independence,” a director may not accept, directly or indirectly, a
consulting, advisory or other compensatory fee from LeapFrog in any amount (other than Director’s and
committee fees and retainers).

The director is affiliated with or erpployed by a company, partnership or other entity that is a controlling
stockholder of LeapFrog. \

The director is an employee, officer or director of a foundation, university or other non-profit organization
to which LeapFrog gives directly, or indirectly through the provision of property or services, in the current
fiscal year, donations that do not e‘)\(ceed in the aggregate the greater of (a) $1 million or (b) 2% of such
other organization’s consolidated gross revenues.
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APPENDIX B

LEAPFROG ENTERPRISES, INC.

|
2002 NON-\;EMPLOYEE DIRECTORS’ STOCK AWARD PLAN

Adopted: July 2, 2002

Approved By Stockholders: July 19, 2002

Effective Date: July 2, 2002

Agmended and Restated: April 20, 2004

Amendment and Restatement Approved by Stockholders: June 10, 2004

1. PURPOSES.

(a) Eligible Recipients. The pe
the Company.

Ar\nended and Restated: March 27, 2006
Amendment and Restatement Approved by Stockholders:

, 2006
Termination Date: None

rsons eligible to receive Stock Awards are the Non-Employee Directors of

(b) Available Stock Awards. The purpose of the Plan is to provide a means by which Non-Employee
Directors may be given an opportunity to benefit from increases in value of the Class A Common Stock through
the granting of (i) Nonstatutory Stock pptions., (ii) Restricted Stock Awards, (iii) Restricted Stock Unit Awards,

(iv) Stock Appreciation Rights, and (v

Performance Stock Awards.

{c) General Purpose. The Company, by means of the Plan, seeks to retain the services of its
Non-Employee Directors, to secure and retain the services of new Non-Employee Directors and to provide

I

incentives for such persons to exert maximum efforts for the success of the Company and its Controlled

Corporations.

2. DEFINITIONS.

(a) “Accountant” means the independent public accountants of the Company.

(b) “Affiliate”” means any parent corporation or subsidiary corporation of the Company, whether now or
hereafter existing, as those terms are defined in Sections 424(e) and (f), respectively, of the Code.

(¢) “Annual Grant’” means a Sto
specified criteria pursuant to Section 6

k Award granted annually to a Non-Employee Director who meets the
b) of the Plan.

(d) “Annual Meeting” means the annual meeting of the stockholders of the Company.

(e) “Beard” means the Board of Directors of the Company.

(f) “Change in Control” means the occurrence, in a single transaction or in a series of related transactions,
of any one or more of the following events after the IPO Date:

(i) any Exchange Act Person becomes the Owner, directly or indirectly, of securities of the Company
representing more than fifty percent (50%) of the combined voting power of the Company’s then

l

outstanding securities other than by virtue of a merger, consolidation or similar transaction;
. | !

(i) there is consummated a merger, consolidation or similar transaction involving (directly or
indirectly) the Company and, immediately after the consummation of such merger, consolidation or similar
transaction, the stockholders of the Company immediately prior thereto do not Own, directly or indirectly,
outstanding voting securities representing more than fifty percent (50%) of the combined outstanding voting
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power of the surviving Entity in such merger, consolidation or similar transaction or more than fifty percent
(50%) of the combined outstanding voting power of the parent of the surviving Entity in such merger,
consolidation or similar transaction,

(iii) there is consummated a sale, lease, license or other disposition of all or substantially all of the
consolidated assets of the Company and its Subsidiaries, other than a sale, Iease, license or other disposition
of all or substantially all of the consolidated assets of the Company and its Subsidiaries to an Entity, more
than fifty percent (50%) of the combined voting power of the voting securities of which are Owned by
stockholders of the Company in substantially the same proportions as their Ownership of the Company
immediately prior to such sale, lease, license or other disposition; or

Notwithstanding the foregoing or any other provision of this Plan, the definition of Change in Control (or
any analogous term) in an individual written agreement between the Company or any Controlled Corporation and
the Participant shall supersede the foregoing definition with respect to Stock Awards subject to such agreement
(it being understood, however, that if no definition of Change in Control or any analogous term is set forth in
such an individual written agreement, the foregoing definition shall apply).

(g) “Class A Common Stock” means the Class A common stock of the Company.
(h) “Code” means the Internal Revenue Code of 1986, as amended.
(i) “Company” means LeapFrog Enterprises, Inc., a Delaware corporation.

(j) “Consultant” means any person, including an advisor, (1) engaged by the Company or a Controlled
Corporation to render consulting or advisory services and who is compensated for such services or (ii) who is a
member of the Board of Directors of a Controlled Corporation. However, the term “Consultant” shall not include
either Directors of the Company who are not compensated by the Company for their services as Directors or
Directors of the Company who are merely paid a director’s fee by the Company for their services as Directors.

(k) “Continuous Service” means that the Participant’s service with the Company or a Controlled
Corporation, whether as an Employee, Director or Consultant, is not interrupted or terminated. A change in the
capacity in which the Participant renders service to the Company or a Controlled Corporation as an Employee,
Consultant or Director or a change in the entity for which the Participant renders such service, provided that there
is no interruption or termination of the Participant’s service with the Company or Controlled Corporation, shall
not terminate a Participant’s Continuous Service. For example, a change in status from an Employee of the
Company to a Consultant of a Controlled Corporation or a Director shall not constitute an interruption of
Continuous Service. Notwithstanding the foregoing or anything in the Plan to the contrary, unless (i) otherwise
provided in a Stock Award Agreement or (ii) following the date of grant of a Stock Award, determined otherwise
by the Board with respect to any Participant who is then an officer of the Company within the meaning of
Section 16 of the Exchange Act or by the chief executive officer of the Company with respect to any other
Participant, in the event that a Participant terminates his or her subsequent service with the Company or a
Controlled Corporation as an Employee, the Participant shall cease vesting in any of his or her Stock Awards as
of such date of termination, regardless of whether the Participant continues his or her service in the capacity of a
Director or Consultant without interruption or termination. The Board or the chief executive officer of the
Company, in that party’s sole discretion, may determine whether Continuous Service shall be considered
interrupted in the case of any leave of absence approved by that party, including sick leave, military leave or any
other personal leave. Notwithstanding the foregoing, a leave of absence shall be treated as Continuous Service
for purposes of vesting in a Stock Award only to such extent as may be provided in the Company’s leave of
absence policy or in the written terms of the Participant’s leave of absence.

(1) “Controlled Corporation” means .any subsidiary corporation of the Company, whether now or hereafter
existing, as such term is defined in Section 424(f) of the Code.
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{m) “Director” means a member of the Board of Directors of the Company. -

(n) “Disability” means the inability of a person, in the opinion of a qualified physician acceptable to the
Company, to perform the major duties of that person’s position with the Company or a Controlled Corporation of

the Company because of the sickness ”or injury of the person.

(0) “Effective Date” means the d‘fite the Plan is adopted by the Board.

(p) “Employee’ means any person employed by the Company or a Controlled Corporation. Mere service as

a Director or payment of a director’s fﬁe by the Company or a Controlled Corporat1on shall not be sufficient to
constitute * employment by the Company or a Controlled Corporation.

(q) “Entity” means a corporation] partnership or other entity.

(r) “Exchange Act” means the Securities Exchange Act of 1934, as amended.

1
(s) “Exchange Act Person” mears any natural person, Entity or “group™ (within the meaning of
Section 13(d) or 14(d) of the Exchange]H Act}, except that “Exchange Act Person” shall not include (A) the
Company or any Subsidiary of the Company, (B) any employee benefit plan of the Company or any Subsidiary
of the Company or any trustee or other\fiduciary holding securities under an employee benefit plan of the
Company or any Subsidiary of the Company, (C) an underwriter temporarily holding securities pursuant to an
offering of such securities, or (D) an Entlty Owned, directly or indirectly, by the stockholders of the Company in

substantially the same proportions as their Ownership of stock of the Company.

(t) “Fair Market Value” means, as of any date, the value of the Class A Common Stock determined as
follows:

(i) If the Class A Common Stock is listed on any established stock exchange or traded on the Nasdaq
National Market or the Nasdaq SmallCap Market, the Fair Market Value of a share of Class A Common
Stock shall be the closing sales pnclze for such stock (or the closing bid, if no sales were reported) as quoted
on such exchange or market (or the exchange or market with the greatest volume of trading in the Class A
Common Stock) on the last market|trading day prior to the day of determination, as reported in The Wall
Street Journal or such other source as the Board deems reliable.

|

(i) In the absence of such mar‘kets for the Class A Common Stock, the Fair Market Value shall be
determined by the Board based upon an independent appraisal in compliance with Section 409A of the Code
or, in the case of an Incentive Stock Option, in compliance with Section 422 of the Code.

\w .

(u) “Initial Grant” means a Stock Award granted to a Non-Employee Director who meets the specified

criteria pursuant to Section 6(a) of the Plﬂ\an ' . , _
| ’ .

(v) “IPO Date” means the date the Company’s Class A Common Stock is first offered to the public under a
registration statement declared effective under the Securities Act.

X Ou

(w) “Non-Employee Director” means a Director who is not an Employee of the Company or a Controtled
Corporation. :

(x) “Nonstatutory Stock Option” means an Option not intended to qualify as an incentive stock option
within the meaning of Section 422 of the Code and the regulations promulgated thereunder.

|
I

(y) “Officer” means a person who is/an officer of the Company within the meaning of Section 16 of the
Exchange Act and the rules and regnlations promulgated thereunder.

|
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(z) “Option” means a Nonstatutory Stock Option granted pursuant to the Plan.

(aa) “Option Agreement” means a written agreement between the Company and an Optionholder
evidencing the terms and conditions of an individual Option grant. Each Option Agreement shall be subject to the
terms and conditions of the Plan.

(bb) “Optionholder” means a person to whom an Option is granted pursuant to the Plan or, if apphcable
such other person who holds an outstanding Option.

(cc) “Own,” “Owned,” “Owner,” “Ownership” A person or Entity shall be deemed to “Own,” to have
“Owned,” to be the “Owner” of, or to have acquired “Ownership” of securities if such person or Entity, directly
or indirectly, through any contract, arrangement, understanding, relationship or otherwise, has or shares voting
power, which includes the power to vote or to direct the voting, with respect to such securities.

(dd) “Performance Stock Award” means a Stock Award granted under the terms and conditions of
Section 8(d).

(ee) “Plan” means this LeapFrog Enterprises, Inc. 2002 Non-Employee Directors’ Stock Award Plan.

(ff) “Restricted Stock Award” means an award of shareé_of Class A Common Stock which is granted
pursuant to the terms and conditions of Section 8(a).

(gg) “Restricted Stock Award Agreement’” means a written agreement between the Company and a holder
of a Restricted Stock Award evidencing the terms and conditions of a Restricted Stock Award grant. Each
Restricted Stock Award Agreement shall be subject to the terms and conditions of the Plan.

(hh) “Restricted Stock Unit Award” means a right to receive shares of Class A Common Stock which is
granted pursuant to the terms and conditions of Section 8(b).

(ii) “Restricted Stock Unit Award Agreement” means a written agreement between the Company and a
holder of a Restricted Stock Unit Award evidencing the terms and conditions of a Restricted Stock Unit Award
grant. Each Restricted Stock Unit Award Agreement shali be subject to the terms and conditions of the Plan,

(jj) “Rule 16b-3” means Rule 16b-3 promulgated under the Exchange Act or any successor to Rule 16b-3,
as in effect from time to time.

(kk) “Securities Act’”’ means the Securities Act of 1933, as amended.

(1)) “Stock Appreciation Right”’ means a right to receive the appreciation on Class A Common Stock that is
granted pursuant to the terms and conditions of Section 8(c).

(mm) “Stock Appreciation Right Agreement” means a written agréement between the Company and a
holder of a Stock Appreciation Right evidencing the terms and conditions of a Stock-Appreciation Right grant.
Each Stock Appreciation Right Agreement shall be subject to the terms and conditions of the Plan.

(nn) “Stock Award” means any right to receive Class A Common Stock granted under the Plan, including a
Nonstatutory Stock Option, a Restricted Stock Award, a Restricted Stock Unit Award, a Stock Apprecratron
Right or a Performance Stock Award.

(00) “Stock Award Agreement” means a written agreement between the Company and a Participant
evidencing the terms and conditions of a Stock Award grant. Each Stock Award Agreement shall be subject to
the terms and conditions of the Plan.
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(pp) “Subsidiary” means, with respect to the Company, (1) any corporation of which more than fifty percent
(50%) of the outstanding capital stockAw having ordinary voting power to elect a majority of the board of directors -
of such corporation (irrespective of whether at the time, stock of any other class or classes of such corporation
shall have or might have voting power by reason of the happening of any contingency) is at the time, directly or
indirectly, Owned by the Company, and (if) any partnership in which the Company has a direct or indirect

interest (whether in the form of voting or participation in profits or capital contribution) of more than fifty
percent (50%). ' ‘

3. ADMINISTRATION.

(a) Administration by Board. }“he Board shall administer the Plan. The Board may not delegate
administration of the Plan to a commitiee; provided, however, that the Board may delegate to a committee the
authomy to determine the type of Stock Awards and the number of shares subject to such Stock Awards with
respect to Initial and Annual Grants, a J[ g set forth in Sectmn 6(c).

(b) Powers of Board. The Boar\d shall have the power, subject to, and within the limitations of, the
express provisions of the Plan: ‘

(i) To determine the pro‘visions of each Stock Award to the extent not specified in the Plan.

(ii) To-construe and mterpret ﬁthe Plan and Stock Awards granted under it, and to establish, amend and
revoke rules and regulations for lts‘\ administration. The Board, in the exercise of this power, may correct any
defect, omission or inconsistency in the Plan or in any Stock Award Agreement, in a manner and to the
extent it shall deem necessary or e&pedient to make the Plan fully effective.

(iii) To amend the Plan or a Stock Award as provided in Section 13,

(iv) Generally, to exercise such powers and to perform such acts as the Board deems necessary or

expedient to promote the best interests of the Company that are not in conflict with the provisions of the
Plan.

(c) Effect of Board’s Decision. All determinations, interpretations and constructions made by the Board
in good faith shall not be subject to review by any person and shall be final, binding and conclusive on atl
persons.

4, SHARES SUBJECT TO THE PLAN.

(a) Share Reserve. Subject to the provisions of Section 12 relating to adjustments upon changes in the
Class A Common Stock, the Class A Co nmon Stock that may be issued pursuant to Stock Awards shall not
exceed in the aggregate One Million Twe 0 Hundred Fifty Thousand (1,250,000) shares of Class A Common
Stock. Effective as of June 16, 2006, subject to Section 4(b), the number of shares available for issuance under
the Plan shall be reduced by: (i) one (1) shaxe for each share of Class A Common Stock issued pursuant to an
Option granted under Section 7 or a Stoc%< Appreciation Right granted under Section 8(c); and (ii) two (2) shares
for each share of Class A Common Stock issued pursuant to a Restricted Stock Award granted under Section 8(a)
or a Restricted Stock Unit Award grantecliL under Section 8(b). Shares may be issued in connection with a merger
or acquisition as permitted by NYSE Listed Company Manual Section 303A.08 or, if applicable, NASD Rule
4350(1)(1)(A)iii) or AMEX Company Guide Section 711 and such issuance shall not reduce the number of
shares available for issuance under the Plan.

(b) Reversion of Shares to the Share Reserve.

(i) Shares Available For Subsequent Issuance. If any Stock Award shall for any reason expire or
otherwise terminate, in whole or in part, without having been exercised in full, or if any shares of Class A
Common Stock issued to a Participant pursuant to a Stock Award are forfeited back to or repurchased by the
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Company because of or in connection with the failure to meet a contingency or condition required to vest
such shares in the Participant, the shares of Class A Common Stock not acquired, forfeited or repurchased
under such Stock Award shall revert to and again become available for issuance under the Plan.

(ii) Other Shares Available for Subsequent Issuance. If any shares subject to a Stock Award are
not delivered to a Participant because the Stock Award is exercised through a reduction of shares subject to
the Stock Award (i.e., “net exercised”) or an appreciation distribution in respect of a Stock Appreciation
Right is paid in shares of Class A Common Stock, the number of shares subject to the Stock Award that are
not delivered to the Participant shall remain available for subsequent issuance under the Plan. If any shares
subject to a Stock Award are not delivered to a Participant because such shares are withheld in satisfaction
of the withholding of taxes incurred in connection with the exercise of an Option, Stock Appreciation Right,
or the issuance of shares under a Restricted Stock Award or Restricted Stock Unit Award, the number of
shares that are not.delivered to the Participant shall remain available for subsequent issuance under the Plan.
If the exercise price of any Stock Award is satisfied by tendering shares of Class A Common Stock held by
the Participant (either by actual delivery or attestation), then the number 6f shares so tendered shall remain
available for sub:equent issuance under the Plan

To the extent there is issued a share of Class A Common Stock pursuant to a Stock Award that counted as
two (2) shares against the number of shares available for issuance under the Plan pursuant to Section 4(a) and
such share of Common Stock again becomes available for issuance under the Plan pursuant to this Section 4(b),
then the number of shares of Class A Common Stock available for issuance under the Plan shall increase by two
(2) shares.

(¢c) Source of Shares. The shares of Class A Common Stock subject to the Plan may be unissued shares or
reacquired shares, bought on the market or otherwise. If the aggregate number of shares of Class A Common
Stock issuable pursuant to Section 6 would exceed the number of shares remaining in the share reserve under
Section 4(a) at such time of grant, then, in the absence of any Board action otherwise, a pro rata allocation of the
shares of Class A Common Stock available shall be made in as nearly a uniform manner as shall be practicable
and equitable.

5. ELIGIBILITY.

The Initial and Annual Grants as set forth in Sections 6(a) and 6(b) automatically shall be granted under the
Plan to all Non-Employee Directors.

6. NON-DISCRETIONARY GRANTS.

(a) Initial Grants. Without any further action of the Board, (i) each person who is or becomes a
Non-Employee Director as of the Effective Date, and (ii) each person who, after the Effective Date, is elected or
appointed for the first time to be a Non-Employee Director automatically shall, upon the Effective Date or the
date of his or her initial election or appointment to be a Non-Employee Director, as applicable, be granted an
Initial Grant as described in Section 6(c) below.

(b) Annual Grants. Without any further action of the Board, on each July 1 (“Annual Grant Date”),
commencing on July 1, 2004, each person who is then a Non-Employee Director, automatically shall be granted
an Annual Grant as described in Section 6(c) below; provided, however, that if a Non-Employee Director holds
the position of Chairman of the Board on such date, such Non-Employee Director shall instead be granted an
Annual Grant as described in Section 6(c) below; further provided, however, that the number of shares subject to
an Annual Grant for a particular Non-Employee Director shall be reduced, on a pro rata basis, for each month
such person did not serve as a Non-Employee Director during the twelve-month period from the prior Annual
Grant Date (or from July, 1, 2002 with respect to the first Annual Grant hereunder) until the current Annual Grant
Date.
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(c) Form of Initial and Annuall

Grants. On or before December 31 of any calendar year, the Board shall

determine if all Initial and Annual Grants to be granted in the subsequent calendar year shall be in the form of

|

Options described in Section 7, Restricted Stock Awards described in Section 8(a), Restricted Stock Unit Awards

described in Section 8(b), Stock Appre
described in Section 8(d). If the Board
calendar year, all Initial and Annual G
Options described in Section 7.

(i) Options.

(A) Initial Grant. Ify lt

: ciation Rights described in Section 8(c), or Performance Stock Awards
| does not make such a determination on or before December 31 ofa
rants to be granted in the subsequent calendar year shall be in the form of

he Initial Grant is in the form of an Option, the Initial Grant shall be a

Nonstatutory Stock Option to purchase Thirty Thousand (30,000) shares of Class A Common Stock on’

the terms and conditions setj

(B) Annual Grant.

forth herein.

SubJect to Section 6(b), if the Annual Grant is in the form of an Option, the

Annual Grant shall be a Nonstatutory Stock Option to purchase Fifteen Thousand (15,000) shares of
Class A Common Stock on the terms and conditions set forth herein; provided, however, that if a
Non-Employee Director holds the position of Chairman of the Board on the Annual Grant Date, such

Non-Employee Director shai

(25,000) shares of Class A C

(ii) Other Types of Stock A”

Award, Restricted Stock Unit Avxﬁ

1 instead be granted an Annual Grant to purchase Twenty-Five Thousand

Hommon Stock on the terms and conditions set forth herein.

wards. If the Initial or Annual Grant is in the form of a Restricted Stock
ard, Stock Appreciation Right or Performance Stock Award, the number

of shares of Class A Common Stack subject to such Initial or Annual Grant shall be determined by the

Board in its sole discretion.

OPTION PROVISIONS.

Each Option shall be in such form
Option shall contain such additional te
appropriate. Each Option shall include
otherwise) the substance of each of the

(a) Term. No Option shall be ex
granted.

(b) Exercise Price.

an Option may be granted with an exer
Option is granted pursuant to an assum

provisions of Section 424(a) of the Cod

(¢) Consideration.
paid, to the extent permitted by applica

The exercise
Market Value of the stock subject to th

The purchase

and shall contain such terms and conditions as required by the Plan. Each
rms and conditions, not inconsistent with the Plan, as the Board shall deem
{through incorporation of provisions hereof by reference in the Option or
following provisions:

ercisable after the expiration of ten (10) years from the date it was

price of each Option shall be one hundred percent (100%) of the Fair
e Option on the date the Option is granted. Notwithstanding the foregoing,
cise price lower than that set forth in the preceding sentence if such

ption or substitution for another option in a manner satisfying the
c.

price of Class A Common Stock acquired pursuant to an Option shall be

lJle statutes and regulations and as determined by the Board in its sole

discretion, by any combination of the methods of payment set forth below. The Board shall have the authority to
grant Options that do not permit all of the following methods of payment (or otherwise restrict the ability to use

certain methods) and to grant Options that require the consent of the Company to utilize a particular method of

payment. The methods of payment permitted by this Section 7(c) are:

(i) by cash, check, bank draft

or money order payable to the Company;

(ii) pursuant to a program dev[eloped under Regulation T as promulgated by the Federal Reserve Board

|

that, prior to the issuance of the stock subject to the Option, results in either the receipt of cash (or check) by

I

the Company or the receipt of irrevocable instructions to pay the aggregate exercise price to the Company

from the sales proceeds;
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~ (iii) by delivery to the Company (either by actual delivery or attestation) of shares of Class A Common
Stock; ‘

(iv) by a “net exercise” arrangement pursuant to which the Company will reduce the number of shares
of Class A Common Stock issued upon exercise by the largest whole number of shares with a Fair Market
Value that does not exceed the aggregate exercise price; provided, however, that the Company shall accept a
cash or other payment from the Participant to the extent of any remaining balance of the aggregate exercise
price not satisfied by such reduction in the number of whole shares to be issued; provided, further, that
shares of Class A Common Stock will no longer be outstanding under an Option and will not be exercisable
thereafter to the extent that (A) shares are used to pay the exercise price pursuant to the “net exercise,”

(B) shares are delivered to the Participant as a result of such exercise, and (C) shares are withheld to satisfy
tax withholding obligations; or

(v) in any other form of legal consideration that may be acceptable to the Board.

Unless otherwise specifically provided in the Option, the purchase price of Class A Common Stock acquired
pursuant to an Option that is paid by delivery to the Company of other Class A Common Stock acquired, directly
or indirectly from the Company, shall be paid only by shares of the Class A Common Stock of the Company that
have been held for more than six (6) months (or such longer or shorter period of time required to avoid a charge
to earnings for financial accounting purposes). At any time that the Company is incorporated in Delaware,
payment of the Class A Common Stock’s “par value,” as defined in the Delaware General Corporation Law, shall
not be made by deferred payment. S

(d) Transferability. An Option is transferable by will or by the laws of descent and distribution. An
Option also may be transferable upon written consent of the Company if, at the time of transfer, a Form S-8
registration statement under the Securities Act is available for the exercise of the Option and the subsequent
resale of the underlying securities. In addition, an Optionholder may, by delivering written notice to the
Company, in a form satisfactory to the Company, designate a third party who, in the event of the death of the
Optionholder, shall thereafter be entitled to exercise the Option.

{e) Vesting. Options shall vest as follows:

(i) Initial Grants: 1/36% of the shares of Class A Common Stock covered by an Initial Grant shall vest
monthly over thirty-six (36) months.

(ii) Annual Grants: 1/36% of the shares of Class A Common Stock covered by an Annual Grant shall
vest monthly over thirty-six (36) months.

(f) Early Exercise. The Option may, but need not, include a provision whereby the Optionholder may
elect at any time before the Optionholder’s Continuous Service terminates to exercise the Option as to any part or
all of the shares of Class A Common Stock subject to the Option prior to the full vesting of the Option. Any
unvested shares of Class A Common Stock so purchased may be subject to a repurchase option in favor of the
Company or to any other restriction the Board determines to be appropriate.

(g) Termination of Continuous Service. In the event an Optionholder’s Continuous Service terminates
(other than upon the Optionholder’s death or Disability), the Optionholder may exercise his or her Option (to the
extent that the Optionholder was entitled to exercise it as of the date of termination) but only within such period
of time ending on the earlier of (i) the date three (3) months following the termination of the Optionholder’s
Continuous Service, or (i) the expiration of the term of the Option as set forth in the Option Agreement. If, after
termination, the Optionholder does not exercise his or her Option within the time specified in the Option
Agreement, the Option shall terminate.

(h) Extension of Termination Date. If the exercise of the Option following the termination of the
Optionholder’s Continuous Service (other than upon the Optionholder’s death or Disability) would be prohibited
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at any time solely because the issuance) of shares would violate the registration requirements under the Securities
Act, then the Option shall terminate onlthe earlier of (i) the expiration of the term of the Option set forth in
Section 7(a) or (ii) the expiration of a period of three (3) months after the termination of the Optionholder’s
Continuous Service during which the exercise of the Option would not be in violation of such registration

requirements. ‘ ‘
I
|

» \

(i) Disability of Optionholder. \“In the event an Optionholder’s Continuous Service terminates as a result
of the Optionholder’s Disability, the Optionholder may exercise his or her Option (to the extent that the
Optionholder was entitled to exercise i# as of the date of termination), but only within such period of time ending
on the earlier of (i) the date six (6) months following such termination or (ii) the expiration of the term of the
Option as set forth in the Option Agreément. If, after termination, the Optionholder does not exercise his or her
Option within the time specified herein%", the Option shall terminate.

(j) Death of Optionholder. In t%le event (i) an Optionholder’s Continuous Service terminates as a result of
the Optionholder’s death or (if) the Optionholder dies within the three-month period after the termination of the
Optionholder’s Continuous Service forla reason other than death, then the Option may be exercised (to the extent
the Optionholder was entitled to exercise the Option as of the date of death) by the Optionholder’s estate, by a
person who acquired the right to exercise the Option by bequest or inheritance or by a person designated to
exercise the Option upon the Optionholder’s death, but only within the period ending on the earlier of (1) the date
six (6) months following the date of death or (2) the expiration of the term of such Option as set forth in the
Option Agreement. If, after death, the Option is not exercised within the time specified herein, the Option shall
terminate. : -

8. PROVISIONS OF STOCK AWARDS!OTHER THAN OPTIONS. -

(a) Restricted Stock Awards. E”ach Restricted Stock Award Agreement shall be in such form and shall
contain such terms and conditions as the Board shall deem appropriate. To the extent consistent with the

Company’s Bylaws, at the Board’s election, shares of Class A Common Stock may be (x) held in book entry
form subject to the Company’s instructions until any restrictions relating to the Restricted Stock Award lapse; or
(y) evidenced by a certificate, which cerlrtiﬁcate shail be held in such form and manner as determined by the
Board. The terms and conditions of Restricted Stock Award Agreements may change from time to time, and the
terms and conditions of separate Restric{ted Stock Award Agreements need not be identical, provided, however,
that each Restricted Stock Award Agrqunent shall include (through incorporation of provisions hereof by
reference in the agreement or otherwise) the substance of each of the following provisions:

(i) Consideration. A Restrilte’d Stock Award may be awarded in consideration for (A) past or future
services actually or to be rendered to the Company or an Affiliate, or (B) any other form of legal
-consideration that may be acceptable to the Board in its sole discretion and permissible under applicable
law. |
|

(ii) Vesting. -~ Shares of ClassiA Common Stock awarded under a Restricted Stock Award Agreement
may be subject to forteiture to the Company in accordance with a vesting schedule to be determined by the
Board. .

(iii) Termination of Participant’s Continuous Service. In the event a Participant’s Continuous
Service terminates, the Company m“[ay receive pursuant to a forfeiture condition, any or all of the shares of

Class A Common Stock held by the‘} Participant which have not vested as of the date of termination of

Continuous Service under the tem%l,of the Restricted Stock Award Agreement.

(iv) Transferability. Rights }‘to’ acquire shares of Class A Common Stock under a Restricted Stock
Award Agreement shall be transferable by the Participant only upon such terms and conditions as are set
forth in the Restricted Stock Award“\ Agreement, as the Board shall determine in its sole discretion, so long
as Class A Common Stock awarded‘\‘ under the Restricted Stock Award Agreement remains subject to the
terms of the Restricted Stock Award Agreement.
|
| B-9




(b) Restricted Stock Unit Awards. Each Restricted Stock Unit Award Agreement shall be in such form
and shall contain such terms and conditions as the Board shall deem appropriate. The terms and conditions of
Restricted Stock Unit Award Agreements may change from time to time, and the terms and conditions of
separate Restricted Stock Unit Award Agreements need not be identical, provided, however, that each Restricted
Stock Unit Award Agreement shall include (through incorporation of the provisions hereof by reference in the
Agreement or otherwise) the substance of each of the following provisions:

(i) Consideration. At the time of grant of a Restricted Stock Unit Award, the Board will determine
the consideration, if any, to be paid by the Participant upon delivery of each share of Class A Common
Stock subject to the Restricted Stock Unit Award. The consideration to be paid (if any) by the Participant for
each share of Class A Common Stock subject to a Restricted Stock Unit Award may be paid in any form of
legal consideration that may be acceptable to the Board in its sole discretion and permissible under —
applicable law.

(ii) Vesting. At the time of the grant of a Restricted Stock Unit Award, the Board may impose such
restrictions or conditions to the vesting of the Restricted Stock Unit Award as it, in its sole dlscreuon deems
appropriate.

(ili) Payment. A Restricted Stock Unit Award may be settled by the delivery of shares of Class A
Common Stock, their cash equivalent, any combination thereof or in any other form of consideration, as
determined by the Board and contained in the Restricted Stock Unit Award Agreement. -

(iv) Additional Restrictions. At the time of the grant of a Restricted Stock Unit Award, the Board,
as it deems appropriate, may impose such restrictions or conditions that delay the delivery of the shares of
Class A Common Stock (or their cash equivalent) subject to a Restricted Stock Unit Award to a time after
the vesting of such Restricted Stock Unit Award.

(v) Dividend Equivalents. Dividend equivalents may be credited in respect of shares of Class A
Common Stock covered by a Restricted Stock Unit Award, as determined by the Board and contained in the
Restricted Stock Unit Award Agreement. At the sole discretion of the Board, such dividend equivalents may
be converted into additional shares of Class A Common Stock covered by the Restricted Stock Unit Award
in such manner as determined by the Board. Any additional shares covered by the Restricted Stock Unit
Award credited by reason of such dividend equivalents will be subject to all the terms and conditions of the
underlying Restricted Stock Unit Award Agreement to which they relate.

(vi) Termination of Participant’s Continuous Service. Except as otherwise provided in the
applicable Restricted Stock Unit Award Agreement, such portion of the Restricted Stock Unit Award that
has not vested will be forfeited upon the Participant’s termination of Continuous Service.

(vii) Compliance with Section 409A of the Code. Notwithstanding anything to the contrary set forth
herein, any Restricted Stock Unit Award granted under the Plan that is not exempt from the requirements of
Section 409A of the Code shall contain such provisions so that such Restricted Stock Unit Award will
comply with the requirements of Section 409A of the Code. Such restrictions, if any, shall be determined by
the Board and contained in the Restricted Stock Unit Award Agreement evidencing such Restricted Stock
Unit Award. For example, such restrictions may include, without limitation, a requirement that any Class A
Common Stock that is to be issued in a year following the year in which the Restricted Stock Unit Award
vests must be issued in accordance with a fixed pre-determined schedule.

{c) Stock Appreciation Rights. Each Stock Appreciation Right Agreement shall be in such form and shall
contain such terms and conditions as the Board shall deem appropriate. Stock Appreciation Rights may be
granted as stand-alone Stock Awards or in tandem with other Stock Awards. The terms and conditions of Stock
Appreciation Right Agreements may change from time to time, and the terms and conditions of separate Stock
Appreciation Right Agreements need not be identical; provided, however, that each Stock Appreciation Right
Agreement shall include (through incorporation of the provisions hereof by reference in the Agreement or
otherwise) the substance of each of the following provisions: '

(i) Term. No Stock Appreciation Right shall be exercisable after the expiration of ten (10) years from
the date of its grant or such shorter period specified in the Stock Appreciation Right Agreement.
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(ii) Strike Price. Each Stock Appreciation Right will be denominated in shares of Class A Common
Stock equivalents. The strike pricejof each Stock Appreciation Right shall not be less than one hundred
percent (100%) of the Fair Market|Value of the Class A Common Stock equivalents subject to the Stock
Appreciation Right on the date of grant "

(iii) Calculation of Apprecnatnon The appremanon distribution payable on the exercise of a Stock
Appreciation Right will be not gree‘xter than an amount equal to the excess of (A) the aggregate Fair Market
Value (on the date of the exercise (‘)f the Stock Appreciation Right) of a number of shares of Class A
Common Stock equal to the numbq‘r of shares of Class A Common Stock equivalents in which the
Participant is vested under such Stock Appreciation Right, and with respect to which the Participant is
exercising the Stock Appreciation R1ght on such date, over (B) the strike price that will be determined by

the Board at the time of grant of thé Stock Appreciation Right.

(iv) Vesting. At the time of \\the grant of a Stock Appreciation Right, the Board may impose such
restrictions or conditions to the vestlng of such Stock Appreciation Right as it, in its sole discretion, deems

appropriate. ‘

(v) Exercise. To exercise any outstanding Stock Appreciation Right, the Participant must provide
written notice of exercise to the Co%npany in compliance with the provisions of the Stock Appreciation
Right Agreement evidencing such Stock Appreciation Right.

(vi) Payment. The appreciat%’ion distribution in respect of a Stock Appreciation Right may be paid in
Class A Common Stock, in cash, in any combination of the two or in any other form of consideration, as
determined by the Board and contained in the Stock Appreciation Right Agreement evidencing such Stock
Appreciation Right. :

(vii) Termination of Continu}(‘)us Service. In the event that a Participant’s Continuous Service
terminates, the Participant may exetcise his or her Stock Appreciation Right (to the extent that the
Participant was entitled to exercise such Stock Appreciation Right as of the date of termination) but only
within such period of time ending on the earlier of (A) the date three (3) months following the termination
of the Participant’s Continuous Service (or such longer or shorter period specified in the Stock Appreciation

t
Right Agreement), or (B) the expxra:txon of the term of the Stock Appreciation Right as set forth in the Stock
Appreciation Right Agreement. If, after termination, the Participant does not exercise his or her Stock
Appreciation Right within the time specified herein or in the Stock Appreciation Right Agreement (as

applicable), the Stock Appreciation Right shall terminate.

(viii) Compliance with Section 409A of the Code. Notwithstanding anything to the contrary set
forth herein, any Stock Appreciation Rights granted under the Plan that are not exempt from the
requirements of Section 409A of the” Code shall contain such provisions so that such Stock Appreciation
Rights will comply with the requirements of Section 409A of the Code. Such restrictions, if any, shall be
determined by the Board and contained in the Stock Appreciation Right Agreement evidencing such Stock
Appreciation Right. For example, such restrictions may include, without limitation, a requirement that a
Stock Appreciation Right that is to be paid wholly or partly in cash must be exercised and paid in

accordance with a fixed pre-determi I1ed. schedule.

{(d) Performance Stock Awards. A Performance Stock Award is a Stock Award that may be granted,

]
may vest, or may be exercised based upon the attainment during one or more periods of time of certain
performance goals. Such performance gO%ds may be determined by the Board in its sole discretion or may be

based on the Performance Goals selected by the Committee under the Company’s 2002 Equity Incentive Plan (as
such terms are defined in the Company’s' 2002 Equity Incentive Plan). A Performance Stock Award may, but
need not, require the completion of a specwlfled period of Continuous Service. The length of any performance
period, the performance goals to be achieved during such performance period, and the measure of whether and to
what degree such performance goals have” been attained shall be conclusively determined by the Board in its sole
discretion. In addition, to the extent permitted by applicable law and the applicable Award Agreement, the Board
may determine that cash may be used in payment of Performance Stock Awards.

|
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9. COVENANTS OF THE COMPANY.

(a) Avéllabillty of Shares. During the terms of the Stock Awards, the Company shall keep avallable at all
times the number of shares of Class A Common Stock required to satisfy such Stock Awards.

{b) Securities Law Compliance. The Company shall seek to obtain from each regulatory commission or
agency having jurisdiction over the Plan such authority as may be required to grant Stock Awards and to issue
and sell shares of Class A Common Stock upon exercise of the Stock Awards; provided, however, that this
undertaking shall not require the Company to register under the Securities Act the Plan, any Stock Award or any
stock issued or issuable pursuant to any such Stock Award. If, after reasonable efforts, the Company is unable to
obtain from any such regulatory commission or agency the authority which counsel for the Company deems
necessary for the lawful issuance and sale of stock under the Plan, the Company shall be relieved from any
liability for failure to issue and sell stock upon exercise of such Stock Awards unless and until such authority is
obtained.

10. USE OF PROCEEDS FROM STOCK.

Proceeds from the sale of stock pursuant to Stock Awards shall constitute general funds of the Company.

11. MISCELLANEOUS.

(a) Stockholder Rights. No Participant shall be deemed to be the holder of, or to have any of the rights of
a holder with respect to, any shares subject to a Stock Award unless and until such Participant has satisfied all
requirements for exercise of the Stock Award pursuant to its terms.

{b) No Service Rights. Nothing in the Plan or any instrument executed or Stock Award granted pursuant
thereto shall confer upon any Participant any right to continue to serve the Company as a Non-Employee Director
or shall affect the right of the Company or an Affiliate to terminate (i) the employment of an Employee with or
without notice and with or without cause, (ii) the service of a Consultant pursuant to the terms of such
Consultant’s agreement with the Company or an Affiliate or (iii) the service of a Director pursuant to the Bylaws
of the Company or an Affiliate, and any applicable provisions of the corporate law of the state in which the
Company or the Affiliate is incorporated, as the case may be.

(c) Investment Assurances. The Company may require a Participant, as a condition of exercising or
acquiring stock under any Stock Award, (i) to give written assurances satisfactory to the Company as to the
Participant’s knowledge and experience in financial and business matters and/or to employ a purchaser
representative reasonably: satisfactory to the Company who is knowledgeable and experienced in financial and
business matters and that he or she is capable of evaluating, alone or together with the purchaser representative,
the merits and risks of exercising the Stock Award; and (ii) to give written assurances satisfactory to the
Company stating that the Participant is acquiring the stock subject to the Stock Award for the Participant’s own
account and not with any present intention of selling or otherwise distributing the stock. The foregoing
requirements, and any assurances given pursuant to such requirements, shall be inoperative if (1) the issuance of
the shares upon the exercise or acquisition of stock under the Stock Award has been registered under a then
currently effective registration statement under the Securities Act or (2) as to any particular requirement, a
determination is made by counse! for the Company that such requirement need not be met.in the circumstances
under the then applicable securities laws, The Company may, upon advice of counsel to the Company, place
legends on stock certificates issued under the Plan as such counsel deems necessary or appropriate in order to
comply with applicable securities laws, including, but not limited to, legends restricting.the transfer of the stock.

(d) Withholding Obligations. The Participant may satisfy any federal, state or local tax withholding
obligation relating to the exercise or acquisition of stock under a Stock Award by any of the following means (in

addition to the Company’s right to withhold from any compensation paid to the Participant by the Company) or
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by a combination of such means: (i) tendering a cash payment; (ii) authorizing the Company to withhold shares
from the shares of the Class A Comm({‘m Stock otherwise issuable to the Participant as a result of the exercise or
acquisition of stock under the Stock A(ward provided, however, that no shares of Class A Common Stock are
withheld with a value exceeding the mlmmum amount of tax required to.be withheld by law; or (iii) delivering to

the Company. owned and unencumbered shares of the Class A Common Stock

(e) Lock- Up Period. Upon exelase of any Stock Award, a Participant may not sell, dispose of, transfer,
make any short sale of, grant any optxon for the purchase of, or enter into any hedging or similar transaction with
the same economic effect as a sale, any shares of Class A Common Stock or other securities of the Company held
by the Participant, for a period of time \spemﬁed by the managing underwriter(s) (not to exceed one hundred
eighty (180) days) following the effectlve date of a registration statement of the Company filed under the
Securities Act, other than a Form S-8 rgglstratlon statement, (the “Lock Up Period”);. provided, however, that
nothing contained in this section shall [’)revent the exercise of a repurchase option, if any; in favor of the
Company during the Lock Up Period. A Participant may be required to execute and deliver such other
agreements as may be reasonably requested by the Company and/or the underwriter(s) that are consistent with
the foregoing or that are necessary to glve further effect thereto. In order to enforce the foregoing, the Company
may impose stop-transfer instructions w1th respect to such shares of Class A Common Stock until the end of such
period. The underwriters of the Company s stock are intended third party beneficiaries of this Section 11(e) and
shall have the right, power and authont?l to enforce the provisions hereof as though they were a-party hereto.’

|
12. ADJUSTMENTS UPON: CHANGES IN CLASS A COMMON STOCK

{a) Capitalization Adjustments * If any change is made in the stock SubjGCt to the Plan, or subject to any
Stock Award, without the receipt of consideration by the Company (through merger consolidation,
reorganization, recapitalization, reincorporation, stock dividend, dividend in property other than cash, stock split,
liquidating dividend, combination of sha'res exchange of shares, change in corporate structure or other
transaction not involving the receipt of c’onmderanon by the Company), the Plan will be appropriately adjusted in
the nature, class(es) and maximum numb‘er of securities subject both to the Plan pursuant to Section 4 and to the
nondiscretionary Stock Awards spec1fled in Section 6, and the outstanding Stock Awards will be appropriately
adjusted in the nature, class(es) and number of securities and price per share of stock subject to such outstanding
Stock Awards. The Board shall make such adjustments, and its determination shall be final, binding and
conclusive. (The conversion of any convemble securities of the Company shall not be treated as a transactlon

“without receipt of consideration” by. the‘]COmpany ) . ‘

(b) Dissolution or Liquidation. Iﬁl the event of a dlssolutlon or hquldatlon of the Company, then all
outstanding Stock Awards shall ternnnatej\: immediately prior to such event.
\

(c) Change in Control. Ifa Change in Control occurs and as of, or within twelve (12) months after, the
effective time of such Change in Control \ a Participant’s Continuous Service terminates, then his or her Stock
Awards will accelerate and become fully Ezested and immediately ‘exercisable (to the extent applicable), unless
the termination was a result of the Part101pant s resignation (other than any resignation contemplated by the terms

of the Change in Control or required by the Company or the acquiring ennty pursuant to the Change in Control).

(d) Parachute Payments, In the event that the ac'celeration of the vesting and exercisability of the Stock
Awards provided for in Section 12(c) and benefits otherwise payable to a Participant (“Payment™) would
(i) constitute a “parachute payment” within the meaning of Section 280G of the Code, and (ii) but for this
senience, be subject to the excise tax impaosed by Section 4999 of the Code (the “Excise Tax™), then such
Payment shall be equal to the Reduced Amount. The “Reduced Amount” shall be either (x) the largest portion of
the Payment that would result in no portion of the Payment being subject to the Excise Tax or (y) the largest
portion, up to and including the total, of the Payment, whichever amount, after taking into account all applicable
federal, state and local employment taxes, income taxes, and the Excise Tax (all computed at the highest
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applicable marginal rate), results in the Participant’s receipt, on an after-tax basis, of the greater amount of the
Payment notwithstanding that all or some portion of the Payment may be subject to the Excise Tax. If a reduction
in payments or benefits constituting “parachute payments” is necessary so that the Payment equals the Reduced
Amount, reduction shall occur in the following order unless the Participant elects in writing a different order
(provided, however, that such election shall be subject to Company approval if made on or after the effective date
of the event that triggers the Payment): reduction of cash payments; cancellation of accelerated vesting of Stock
Awards; reduction of employee benefits. In the event that acceleration of vesting of Stock Award compensation
is to be reduced, such acceleration of vesting shall be cancelled in the reverse order of the date of grant of the
Participant’s Stock Awards (i.e.; earliest granted Stock Award cancelled last) unless the Participant elects in
writing a- d1fferent order for cancellation. . .

The accounting firm engaged by the Company for general audit purposes as of the day prior to the effective
date of the Change in Control shall perform the foregoing calculations. If the accounting firm so-engaged by the
Company is serving as accountant or auditor for the individual; entity or group effecting the Change in Control,
the Company shall appoint a nationally recognized accounting firm to make the determinations required
hereunder. The Company shall bear all expenses with respect to the detemnnatlons by such accounting firm
required to be made hereunder: '

The accounting firm engaged to make the determinations hereunder shall provide its calculations, together
with detailed supporting documentation, to the Participant and the Company within fifteen (15) calendar days
after the date on which the Participant’s right to a Payment is triggered (if requested at that time by the
Participant or the Company) or such other time as requested by the Participant or thie Company. If the accounting
firm determines that no Excise Tax is payable with respect to a Payment, either before or after the application of
the Reduced Amount, it shall furnish the Participant and the Company with an opinion reasonably acceptable to
the Participant that no Excise Tax will be imposed with respect to such Payment. Any good faith determinations
of the accounting firm made hereunder shall be final, binding and concluswe apon the Part1c:1pant and the. '
Company.

13. AMENDMENT OF THE PLAN AND STOCK AWARDS. o

(a) Amendment of Plan. The Board at any time, and from time to time, may amend the Plan. However,
except as provided in Section 12 relating to adjustments upon changes in Class A Common Stock, no amendment
shall be effective unless approved by the stockholders of the Company to the extent stockholder approval is
necessary to satisfy the requirements of Rule 16b-3 or any Nasdaq or securities exchange listing requirements.

(b) Sfockiiolder Approval. The Board may, in its sole discre,tio‘n,' submit anj/ other amendment to the
Plan for stockholder approval.

(© No Impairment of Rights.' ' Rights unde‘r“a:ny Stock A};vard granted.befbre amendment of the Plan shall
not be impaired by any amendment of the Plan unless (i) the Company requests the consent of the Participant and
(ii) the Participant consents in writing. '

(d) Amendment of Stock Awards. The Board at any time, and from time to time, may amend the terms
_ of any ene or more Stock Awards; provided, however, that the rlghts under any Stock Award shall not be

impaired by any such amendment unless (i) the Company requests the consent of the Participant and (ii) the
Participant consents in writing. ‘ .

14. TERMINATION OR SUSPENSION OF THE PLAN

(a) Plan Term The Board may suspend or terminate the Plan at anly time. No Stock Awards may be
granted under the. Plan while the Plan is suspended or after it is terminated.
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(b) No Impairment of Rights. |Suspension or termination of the Plan shall not impair rights and

obligations under any Stock Award granted while the Plan is in effect except with the written consent of the
Participant. h

15. EFFECTIVE DATE OF PLAN.

The Plan shall become effective on the date the Plan is adopted by the Board, but no Stock Award shall be
exercised unless and until the Plan has Feen approved by the stockholders of the Company, which approval shall
be within twelve (12) months before or after the date the Plan is adopted by the Board.

16. CHOICE OF LAaw.

All questions concerning the construcuon validity and interpretation of this Plan shall be governed by the
law of the State of Delaware, without regard to such state’s conflict of laws rules.

|
‘«
|
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APPENDIX C

LEAPFROG ENTERPRISES, INC.

, ADOPTED: MAY 24, 2002
APPROVED By STOCKHOLDERS: JULY 19, 2002
AMFTNDED AND RESTATED: APRIL 20, 2004
AMENDMENT AND REST”ATEMENT APPROVED BY STOCKHOLDERS: JUNE 10, 2004
‘ AMETDED AND RESTATED: MARCH 27, 2006
AMENDMENT AND RESTATEMENT APPROVED BY STOCKHOLDERS: - , 2006

TERMINATION DATE: May 23, 2012

"\ 2002 EqQuity INCENTIVE PLAN

1. PURPOSES. l

(a) Eligible Stock Award Rec1plents The persons eligible toreceive Stock Awards are the Employees
Directors and Consultants of the Compgny and its Affiliates; provided, however, that notwithstanding the

foregoing, the Employees, Directors and Consultants of a Parent shall not be eligible to receive any Stock
Awards under the Plan. l

(b) Available Stock Awards. - The purpose of the Plan is.to provide a means by which eligible recipients ,
of Stock Awards may be given an opportunity to benefit from increases in value of the Class A Common Stock
through the granting of the following Stock Awards: (i) Incentive Stock Options, (i1} Nonstatutory Stock Options,
(ii1) stock bonuses, (iv) rights to acquire restricted stock, (v) Restricted Stock Unit Awards, and (vi) Stock
Appreciation Rights.

(c) General Purpose. The Company, by means of the Plan, seeks to retain the services of the group of
persons eligible to receive Stock Awards, to secure and retain the services of new members of this group and to -
provide incentives for such persons to exert maximum efforts for the success of the Company and its Affiliates.

(d) Establlshment This Plan is a complete amendment and restatement of the Company’s Stock Option
Plan that was previously adopted effecnve September 25, 1997. Any Stock Awards granted prior to the effective
date of this amended and restated Plan shall be governed by the terms of the Plan as in effect at the time such
Stock Awards were granted. The Comp\i'my shall submit this amended and restated Plan for stockholder approval
and shall also seek stockholder approval to extend the term of the Plan to the day before the tenth
(10th) anniversary of the date the amended and restated Plan is adopted by the Board or approved by the
stockholders of the Company, whlchever 1s earlier, unless sooner terminated by the Board.

2. DEFINITIONS.

(a) “Affiliate” means any parent corporation or subsidiary corporation of the Company, whether now or
hereafter existing, as those terms are defined in Sections 424(e) and (f), respectively, of the Code.

(b) “Board” means the Board of Directors of the Company.
(c) “Cdpitalizaﬁon Adjustment” has the meaning ascribed to that term in Section 11(a).

(d). “Change in Control” means th|= occurrence, in a single transaction or in a series of related transactions,
of any one or more of the following events after the date the Company’s Class A Common Stock i is first offered

|
to the public under a reg1strat10n statement declared effective under the Securities Act:

(i) any Exchange Act Person becomes the Owner, directly or indirectly, of securities of the Company
representing more than fifty percent (50%) of the combined voting power of the Company’s then
outstanding securities other than by virtue of a merger, consolidation or similar transaction;
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(ii) there is consummated a merger, consolidation or similar transaction involving (directly or
indirectly) the Company and, immediately after the consummation of such merger, consolidation or similar
transaction, the stockholders of the Company immediately prior thereto do not Own, directly or indirectly,
outstanding voting securities representing more than fifty percent (50%) of the combined outstanding voting
power of the surviving Entity in such merger, consolidation or similar transaction or more than fifty percent
(50%) of the combined outstanding voting power of the parent of the surviving Entity in such merger,
consolidation or similar transaction;

(iii) the stockholders of the Company approve or the Board approves a plan of complete dissolution or
liquidation of the Company, or a complete dissolution or liquidation of the Company shall otherwise occur,
and as a result of which the operations of the Company are no longer being conducted; or

(iv) there is consummated a sale, lease, license or other disposition of all or substantially all of the
consolidated assets of the Company and its Subsidiaries, other than a sale, lease, license or other disposition
of all or substantially all of the consolidated assets of the Company and its Subsidiaries to an Entity, more
than fifty percent (50%) of the combined voting power of the voting securities of which are Owned by
stockholders of the Company in substantially the same proportions as their Ownership of the Company
immediately prior to such sale, lease, license or other disposition.

Notwithstanding the foregoing or any other provision of this Plan, the definition of Change in Control (or
- any analogous term) in an individual written agréement between the Company or any Affiliate and the
Participant shall supersede the foregoing definition with respect to Stock Awards subject to such agreement (it
being understood, however, that if no definition of Change in Control or any analogous term is set forth in such
an individual written agreement, the foregoing definition shall apply).

(e) “Class A Common Stock” means the Class A common stock of the Company.

«

(f) “Code” means the Internal Revenue Code of 1986, as amended.

(g) “Commiitee’” means a committee of one or more members of the Board appointed by the Board in
accordance with Section 3(c).

(h) “Company” means LeapFrog Enterprises, Inc., a Delaware corporation.

(i) “Consultant” means any person, including an advisor, (i) engaged by the Company or an Affiliate to
render consulting or advisory services and who is compensated for such services or (ii) serving as a member of
the Board of Directors of an Affiliate and who is compensated for such services. However, the term “Consultant”
shall not include Directors who are not compensated by the Company for their services as Directors, and the
payment of a director’s fee by the Company for services as a Director shall not cause a Director to be considered
a “Consultant” for purposes of the Plan.

(j) “Continuous Service’’ means that the Participant’s service with the Company or an Affiliate, whether as
an Employee, Director or Consultant, is not interrupted or terminated. A change in the capacity in which the
Participant renders service to the Company or an Affiliate as an Employee, Consultant or Director or a change in
the entity for which the Participant renders such service, provided that there is no interruption or termination of
the Participant’s service with the Company or an Affiliate, shall not terminate a Participant’s Continuous Service.
For example, a change in status from an Employee of the Company to a Consultant of an Affiliate or a Director
shall not constitute an interruption of Continuous Service. Notwithstanding the foregoing or anything in the Plan
to the contrary, unless (i) otherwise provided in a Stock Award Agreement or (ii) following the date of grant of a
Stock Award, determined otherwise by the Board with respect to any Participant who is then an officer of the
Company within the meaning of Section 16 of the Exchange Act or by the chief executive officer of the
Company with respect to any other Participant, in the event that a Participant terminates his or her service with
the Company or an-Affiliate as an Employee, the Participant shall cease vesting in any of his or her Stock
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Awards as of such date of termination, regardless of whether the Participant continues his or her service in the
capacity of a Director or Consultant wrthout interruption or termination. The Board or the chief executive officer
of the Company, in that party’s sole dlscretron may determine whether Continuous Service shall be considered
interrupted in the case of any leave of \labsence approved by that party, including sick leave, military leave or any
other personal leave. Notwithstandingithe foregoing, a leave of absence shall be treated as Continuous Service
for purposes of vesting in a Stock Award only to such extent as may be provided in the Company’s leave of
absence policy or in the written terms of the Participant’s leave of absence.
|

(k) “Corporate Transaction” me]‘réms the occurrence, in a single transaction or in a series of related

transactions, of any one or more of the‘ followmg events:

(i) a sale or other drsposmon of all or substantially all, as determined by the Board in its discretion, of
the consolidated assets of the Corr\rpany and its Subsidiaries;

(ii) a sale or other dlsposmon\ of at least ninety percent (90%) of the outstanding securities of the
Company;

(iii) a merger, consolidation or similar {transaction followmg whrch the Company is not the survwmg
corporation; or

(iv) a merger, consolidation oﬂr similar transaction following which the Company is the survrvmg
corporation but the shares of Class]\A Common Stock outstanding immediately preceding the merger,
consolidation or similar transactlorl} are converted or exchanged by virtue of the merger, consolidation or
similar transaction into other property, whether in the form of securities, cash or otherwise.

(1) “Covered Employee” means the chief executive‘ofﬁcer and the four (4) oiher highest compensated
officers of the Company for whom totalicompensation is required to be reported to stockholders under the
Exchange Act, as determined for purposes of Section 162(m) of the Code.

(m) “Director” means a member of the Board of Directors of the Company.

(n) “Disability” means the permanent and total drsabrhty of a person within the meaning of Secnon 22(e)(3)
of the Code.

(0) “Employee” means any person ¢mployed by the Company or an Affiliate. Service as a Director or
payment of a director’s fee by the Company or an Afﬁhate shall not be sufficient to constitute “employment” by
the Company or an Affiliate.

(p) “Entity”’ means a corporation, partnership or other entity.

\\

{q) “Exchange Act” means the Secrﬁrmes Exchange Act of 1934, as amended.

(r) “Exchange Act Person” means alny natural person, Entity or “group” (within the meaning of
Section 13(d) or 14(d) of the Exchange Aft) except that “Exchange Act Person” shall not include (A) the
Company or any Subsidiary of the Company, (B) any employee benefit plan of the Company or any Subsidiary
of the Company or any trustee or other flducrary holding securities under an employee benefit plan of the
Company or any Subsidiary of the Company (C) an underwriter temporarily holding securities pursuant to an
offering of such securities, or (D) an Entrty Owned, directly or indirectly, by the stockholders of the Company in
substantially the same proportrons as therr\e Ownership of stock of the Company.

A

(8) “Fair Market Value” means, as of any date, the value of the Class A Common Stock deterrruned as

follows:

(i) If the Class A Common Stock is listed on any established stock exchange or traded on the Nasdag
National Market or the Nasdag SmallCap Market, the Fair Market Value of a share of Class A Common
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-Stock shall be the closing sales price for such stock (or the closing bid, if no sales were reported) as quoted
on such exchange or market (or the exchange or market with the greatest volume of trading in the Class A
Common Stock) on the last market trading day prior to the day of determination, as reported in The Wall
Street Journal or such other source as the Board deems reliable.

(ii) In the absence of such markets for the Class A Common Stock, the Fair Market Value shall be
determined by the Board based upon an independent appraisal in compliance with Section 409A of the Code
or, in the case of an Incentive Stock Option, in compliance with Section 422 of the Code.

(t) “Incentive Stock Option” means an Option intended to qualify as an incentive stock option within the
meaning of Section 422 of the Code and the regulations promulgated thereunder.

(u) “Non-Employee Director” means a Director who either (i) is not a current Employee or Officer of the
Company or its parent or a subsidiary, does not receive compensation (directly or indirectly) from the Company
or its parent or a subsidiary for services rendered as a consultant or in any capacity other than as a Director
{except for an amount as to which disclosure would not be required under Item 404(a) of Regulation S-K
promulgated pursuant to the Securities Act (“Regulation S-K”)), does not possess an interest in any other
transaction as to which disclosure would be required under Item 404(a) of Regulation S-K and is not engaged in a
business relationship as to which disclosure would be required under Item 404(b) of Regulation S-K; or (ii) is
otherwise considered a “non-employee director” for purposes of Rule. 16b-3.

(v) “Nonstatutory Stock Opﬁon” means an Option not intended to qualify as an Incentive Stock Option.

(w) “Officer” means a person who is an officer of the Company within the meaning of Section 16 of the
Exchange Act and the rules and regulations promulgated thereunder.

(x) “Option” means an Incentive Stock Option or a Nonstatutory Stock Option granted pursuant to the Plan.

(y) “Option Agreement” means a written agreement between the Company and an Optionholder evidencing
the terms and conditions of an individual Option grant. Each Option Agreement shall be subject to the terms and
conditions of the Plan.

(z) “Optionholder” means a person to whom an Option is granted pursuant to the Plan or, if applicable,
such other person who holds an outstanding Option.

(aa) “Outside Director” means a Director who either (i) is not a current employee of the Company or an
“affiliated corporation” (within the meaning of Treasury Regulations promulgated under Section 162(m) of the
Code), is not a former employee of the Company or an “affiliated corporation” receiving compensation for prior
services (other than benefits under a tax-qualified pension plan), was not an officer of the Company or an
“affiliated corporation” at any time and is not currently receiving direct or indirect remuneration from the
Company or an “affiliated corporation” for services in any capacity other than as a Director or (ii) is otherwise
considered an “outside director” for purposes of Section 162(m) of the Code.

(bb) “Own,” “Owned,” “Owner,” “Ownership” A person or Entity shall be deemed to “Own,” to have
“QOwned,” to be the “Owner” of, or to have acquired “Ownership” of securities if such person or Entity, directly
or indirectly, through any contract, arrangement, understanding, relationship or otherwise, has or shares voting
power, which includes the power to vote or to direct the voting, with respect to such securities.

(cc) “Parent” means any parent corporation of the Company, whether now or hereafter existing, as such
term is defined in Section 424(e) of the Code.

(dd) “Pamczpant” means-a person to whom a Stock Award is granted pursuant to the Plan or, if apphcable
such other person who holds an outstanding Stock Award.
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(ee) “Performance Criteria” me ans the one or more criteria that the Committee shall select for purposes of
establishing the Performance Goal(s) for a Performance Period. The Performance Criteria that will be used to- -
establish such Performance Goal(s) mgy be based on any one of, or combination of, the following: (i) earnings
per share; (ii) earnings before interest,taxes and depreciation; (iii) earnings before interest, taxes, depreciation
and amortization (EBITDA); (iv) net €arnings; (v) total shareholder return; (vi) return on equity; (vii) return on
assets; (viii) return on investment; (ix)lreturn on capital employed; (x) operating margin (xi) gross margin;

(xii) operating income; (xiii) net income; (xiv) net operating income; (xv) net operating income after tax;

{xvi) pre- and after-tax.income; (xvii) Iu)re‘-tax profit; (xviii) operating cash flow; (xix) revenue; (xx) revenue
growth; (xxi) expenses; {(xxii) improve"}[nent in or attainment of expense levels; (xxiii) improvement in or
attainment of working capital levels; (>‘<?xiv) economic value added; (xxv) market share; (xxvi) cash flow;

{xxvit) cash flow per share; (xxviii) ecgnomic value added (or an equivalent metric); (xxix) share price
performance; (xxx) debt reduction; and (xxxi) other measures of performance selected by the Committee. Partial
achievement of the specified criteria may result in the payment or vesting corresponding to the degree of
achievement as specified in the Award ‘Agreement. The Committee shall, within the time period required by -
Section 162(m) of the Code (generally, l\the first 90 days of the Performance Period), define in an objective
fashion the manner of calculating the Performance Cr1ter1a it-selects to use for such Performance Period.

(ff) “Performance Goals” means, | \\for a Performance Period, the orie or more goals established by the
Committee for the Performance Period based upon the Performance Criteria. The Committee is authorized at any
time during the time period permitted by Section 162(m) of the Code (generally, prior to the 90th day of a
Performance Period), or at any time the‘reafter in its sole and absolute discretion, to adjust or modify the
calculation of a Performance Goal for sﬁch Performance Period in order to prevent the dilution or enlargement of
the rights of Participants, (a) in the event of, or in anticipation of, any unusual or extraordinary corporate item,
transaction, event or development; (b) 1r“‘1 tecognition of, or in anticipation of, any other unusual or nonrecurring
events affecting the Company, or the financial statements of the Company, or in response to, or in anticipation of,

I

changes in applicable laws, regulations, 'accounting principles, or business conditions; or (c) in view of the

Committee’s assessment of the business|strategy of the Company, performance of comparable organizations,
economic and business conditions, and any other circumstances deemed relevant. Specifically, the Committee is
authorized to make adjustment in the me“thod of calculating attainment of Performance Goals and objectives for a
Performance Period as follows: (i) to exclude the dilutive effects of acquisitions or joint ventures; (ii) to assume
that any business divested by the Company achieved performance objectives at targeted levels during the balance
of a Performance Period following such %lvesuture, and (iii) to exclude the effect of any change in the
outstanding shares of common stock of tllne Company by reason of any stock dividend or split, stock repurchase,
reorganization, recapitalization, merger, %onsolidation, spin-off, combination or exchange of shares or other
similar corporate change, or any distributions to common shareholders other than regular cash dividends. In
addition, with respect to Performance Go”als established for Participants who are not Covered Employees, and
who will not be Covered Employees at the time the compensation will be paid, the Committee is authorized to
make adjustment in the method of calculJtmg attainment of Performance Goals and objectives for a Performance
Period as follows: (i) to exclude restructu\rmg and/or other nonrecurring charges; (ii) to exclude change rate
effects, as applicable, for non-U.S. dol]ar“denommated net sales and operating earnings; (iii) to exclude the
effects of changes to generally accepted alccounting standards required by the Financial Accounting Standards
Board; (iv) to exclude the effects to any statutory adjustments to corporate tax rates; (v) to exclude the impact of
any “extraordinary items” as determined gnder generally accepted accounnng pnnc1ples and (vi) to exclude any
other unusual, non-recurring gain or loss (%‘r other extraordinary item.
\
(gg) “Performance Period” means the one or more periods of time, which may be of varying and
overlapping durations, as the Committee n}lay select, over which the attainment of one or more Performance
Goals will be measured for the purpose of ‘determmmg a Pammpant s right to and the payment of a Performance
Award. ‘

(hh) “Plan” means this amended and|restated LeapFrog Eﬁterprises, Inc. 2002 Equity Incentive Plan.
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(ii) “Restricted Stock Unit Award” means aright to receive shares of Common Stock which is granted
pursuant to the terms and conditions of Section 7(c).

(3§) “Restricted Stock Unit Award Agreement” means a written agreement between the Company and a
holder of a Restricted Stock Unit Award evidencing the terms and conditions of a Restricted Stock Unit Award
grant. Each Restricted Stock Unit Award Agreement shall be subject to the terms and conditions of the Plan.

(kk) “Rule 16b-3” means Rule 16b-3 promulgated under the Exchange Act or any successor to Rule 16b-3,
as in effect from time to time. :

() “Securities Act” means the Securities Act of 1933, as amended.

(mm) “Stock Appreciation Right” means a right to receive the appreciation on Common Stock that is
granted pursuant to the terms and conditions of Section 7(d).

(nn) “Stock Appreciation Right Agreement” means a written agreement between the Company and a
holder of a Stock Appreciation Right evidencing the terms and conditions of a Stock Appreciation Right grant.
Each Stock Appreciation Right Agreement shall be subject to the terms and conditions of the Plan.

(00) “Stock Award’’ means any right granted under the Plan, including an Option, a stock bonus, a right to
acquire restricted stock, a Restricted Stock Unit Award, and a Stock Appreciation Right.

(pp) “Stock Award Agreement” means a written agreement between the Company and a holder of a Stock
Award evidencing the terms and conditions of an individual Stock Award grant. Each Stock Award Agreement
shall be subject to the terms and conditions of the Plan.

(qq) “Subsidiary” means, with respect to the Company, (i) any corporation of which more than fifty percent
(50%) of the outstanding capital stock having ordinary voting power to elect a majority of the board of directors
of such corporation (irrespective of whether, at the time, stock of any other class or classes of such corporation
shall have or might have voting power by reason of the happening of any contingency) is at the time, directly or
indirectly, Owned by the Company, and (ii) any partnership in which the Company has a direct or indirect
interest (whether in the form of voting or participation in profits or capital contribution) of more than fifty
percent (50%).

(rr) “Ten Percent Stockholder” means a person who Owns (or is deemed to Own pursuant to
Section 424(d) of the Code) stock possessing more than ten percent (10%) of the total combined voting power of
all classes of stock of the Company or of any of its Affiliates.

3. ADMINISTRATION.

(2) Administration by Board. The Board shall administer the Plan unless and until the Board delegates
administration to a Committee, as provided in Section 3(¢c).

(b) Powers of Board. The Board shall have the power, subject to, and within the limitations of, the
express provisions of the Plan:

(i) To determine from time to time which of the persons eligible under the Plan shall be granted Stock
Awards; when and how each Stock Award shall be granted; what type or combination of types of Stock
Award shall be granted; the provisions of each Stock Award granted (which need not be identical),
including the time or times when a person shall be permitted to receive Class A Common Stock pursuant to
a Stock Award; and the number of shares of Class A Common Stock with respect to which a Stock Award
shall be granted to each such person. ' '
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(if) To construe and interpret\;the Plan and Stock Awards granted under it, and to establish, amend and
revoke rules and regulations for 1ts administration. The Board, in the exercise of this power, may correct any
defect, omission or inconsistency in the Plan or in any Stock Award Agreement, in a manner and to the .

extent it shall deem necessary or eﬁ(pedlent to make the Plan fully effective.
|
(iii) To amend the Plan or a Stock Award as provided in Section 12.
L

; |
(iv) To terminate or suspend %he Plan as provided in Section 13.

4
_ |
{(v) Generally, to exercise suc? powers and to perform such acts as the Board deems necessary or
expedient to promote the best inter“ests of the Company and that are not in conflict with the provisions of the

Plan. - |

. () Delegation to Committee.

(i) General. The Board may} delegate administration of the Plan to a Committee or Committees of
one (1) or more members of the Board and the term “Committee” shall apply to any person or persons to
whom such authority has been deleéated If administration is delegated to a Committee, the Committee shall
have, in connection with the administration of the Plan, the powers theretofore possessed by the Board,
including the power to delegate to a subcommittee any of the administrative powers the Committee is
authorized to exercise (and references in this Plan to the Board shall thereafter be to the Committee or
subcommittee), subject, however, tlﬁ) such resolutions, not inconsistent with the provisions of the Plan, as
may be adopted from time to time by the Board. The Board may abolish the Committee at any time and

revest in the Board the admmlstratl‘on of the Plan.

(ii) Section 162(m) and Rule {;16b-3 Compliance. In the discretion of the Board, the Committee may
consist solely of two or more Outsi%ie Directors; in accordance with Section 162(m) of the Code, and/or
solely of two or more Non-Employﬁ‘r:e Directors, in accordance with Rule 16b-3. Within the scope of such
authority, the Board or the Commitﬁee may (1) delegate to a committee of one or more members of the
Board who are not Outside Directorhs the authority to grant Stock Awards to eligible persons who are either
(a) not then Covered Employees an@ are not expected to be Covered Employees at the time of recognition of
income resulting from such Stock A‘\l[ward or (b) not persons with respect to whom the Company wishes to
comply with Section 162(m) of the Code and/or (2) delegate to a commitiee of one or more members of the
Board who are not Non-Employee ]Dlrectors the authority to grant Stock Awards to eligible persons who are

not then subject to Section 16 of the’ Exchange Act.

(d) Effect of Board’s Decision. All determinations, interpretations and constructions made by the Board

in good faith shall not be subject to revie”w by any person and shall be final, binding and conclusive on all
persons.

4. SHARES SUBJECT TO THE PLAN.

(a) Share Reserve. Subject to the provisions of Section 11(a) relating to Capitalization Adjustments, the
number of shares of Class A Common Stock that may be issued pursuant to Stock Awards shall not exceed in the
aggregate Twenty-One Million (21,000 OPO) shares of Class A Common Stock. Effective as of June 16, 2006,
subject to Section 4(b), the number of shares available for issuance under the Plan shall be reduced by: (i) one

(1) share for each share of Class A Common Stock issued pursuant to an Option granted under Section 6 or a

Stock Appreciation Right granted under §ection 7(d); and (i) two (2) shares for each share of Class A Common
Stock issued pursuant to a stock bonus award under Section 7(a); a restricted stock award under Section 7(b), or a
Restricted Stock Unit Award under Sectlgn 7(c). Shares may be issued in connection with a merger or acquisition
as permitted by NYSE Listed Company Manual Section 303A.08 or, if applicable, NASD Rule 4350(1)(1)(A)(1ii)
or AMEX Company Guide Section 711 and such issuance shall not reduce the number of shares avallable for

issuance under the Plan.
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(b) Reversion of Shares to the Share Reserve.

(i) Shares Available For Subsequent Issuance. If any Stock Award shall for any reason expire or
otherwise terminate, in whole or in part, without having been exercised in full, or if any shares of Class A
Common Stock issued to a Participant pursuant to a Stock Award are forfeited back to or repurchased by the
Company because of or in connection with the failure to meet a contingency or condition required to vest
such shares in the Participant, the shares of Class A Common Stock not acquired, forfeited or repurchased
under such Stock Award shall revert to and again become available for issuance under the Plan; provided,
however, that subject to the provisions of Section 11(a) relating to Capitalization Adjustments, the aggregate
maximum number of shares of Class A Common Stock that may be issued as Incentive Stock Options shall
be Twenty-One Million (21,000,000 shares of Class A Common Stock.

(ii) Other Shares Available for Subsequent Issuance. If any shares subject to a Stock Award are
not delivered to a Participant because the Stock Award is exercised through a reduction of shares subject to
the Stock Award (i.e., “net exercised”) or an appreciation distribution in respect of a Stock Appreciation
Right is paid in shares of Class A Common Stock, the number of shares subject to the Stock Award that are
not delivered to the Participant shall remain available for subsequent issuance under the Plan. If any shares
subject 1o a Stock Award are not delivered to a Participant because such shares are withheld in satisfaction
of the withholding of taxes incurred in connection with the exercise of an Option, Stock Appreciation Right,
or the issuance of shares under a restricted stock award or Restricted Stock Unit Award, the number of
shares that are not delivered to the Participant shall remain available for subsequent issuance under the Plan.
If the exercise price of any Stock Award is satisfied by tendering shares of Class A Common Stock held by
the Participant (either by actual delivery or attestation), then the number of shares so tendered shall remain
available for subsequent issuance under the Plan. '

To the extent there is issued a share of Class A Common Stock pursuant to a Stock Award that counted as
two (2) shares against the number of shares available for issuance under the Plan pursuant to Section 4(a) and
such share of Common Stock again becomes available for issuance under the Plan pursuant to this Section 4(b),
then the number of shares of Class A Common Stock available for issuance under the Plan shall increase by two
(2) shares.

{(c) Source of Shares. The shares of Class A Common Stock subject to the Plan may be unissued shares or
reacquired shares, bought on the market or otherwise. '

5. ELIGIBILITY.

(a) Eligibility for Specific Stock Awards. Incentive Stock Options may be granted only to Employees.
Stock Awards other than Incentive Stock Options may be granted to Employees, Directors and Consultants.
Notwithstanding the foregoing or any provision in the Plan to the contrary, Employees, Directors and Consultants
of a Parent shall not be eligible to receive any Stock Awards under the Plan.

(b) Ten Percent Stockholders. A Ten Percent Stockholder shall not be granted an Incentive Stock Option
unless the exercise price of such Option is at least one hundred ten percent (110%) of the Fair Market Value of
the Class A Common Stock on the date of grant and the Option is not exercisable after the expiration of five
(5) years from the date of grant. T ‘

(c) Section 162(m) Limitation on Annual Grants. Subject to the provisions of Section 11(a) relating to:
Capitalization Adjustments, no Employee shall be eligible to be granted Stock Awards covering miore than Two
Million (2,000,000) shares of Class-A Commen Stock during any calendar year.

(d) Consultants. A Consultant shall not be eligible for the grant of a Stock Award if, at the time of grant,
a Form S-8 Registration Statement under the Securities Act (“Form S-8”) is not available to register either the
offer or the sale of the Company’s securities to such Consultant because of the nature of the services that the
Consultant is providing to the Company, because the Consultant is not a natural person, or because of any other
rule governing the use of Form S-8.
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6. OPTION PROVISIONS.

Each Option shall be in such form and shal] contain such terms and conditions as the Board shall deem
appropriate. All Options shall be separz:}itely designated Incentive Stock Options or Nonstatutory Stock Options at
the time of grant, and, if certificates arc issued, a separate certificate or certificates shall be issued for.shares of
Class A Common Stock purchased on §xer01se of each type of Option. The provisions of separate Options need
not be identical, but each Option shall include (through incorporation of provisions hereof by reference in the

Option or otherwise) the substance of each of the following provisions:.

(a) Term. Subject to the pro;/is1 ons of Section 5(b) regarding Ten Percent Stockholders no Incentive
Stock Option shall be exercisable after the expuatxon of ten (10) years from the date on which it was gr anted.

(b) Exercise Price of an Incentive Stock Option. Subject to the provisions of Section 5(b) regarding Ten
Percent Stockholders, the exercise price of each Incentive Stock Option shall be not less than one hundred
percent (100%) of the Fair Market Value of the Class A Common Stock subject to the Option on the date the

Option is granted. Notwithstanding the w‘foregomg, an Incentive Stock’ Option may be granted with an exercise
price lower than that set forth in the pre‘”cedmg sentence if such Option is granted pursuant to an assumption or
substitution for another option in a manner satisfying the provisions of Section 424(a) of the Code.

y ‘

(c) Exercise Price of a Nonstatutory Stock Option.  The exercise price of each Nonstatutory Stock
Option shall be not less than fifty perceﬁzt (50%) of the Fair Market Value of the Class A Common Stock subject
to the Option on the date the Option is granted. Notwithstanding the foregoing, a Nonstatutory Stock Option may
be granted with an exercise price lower‘g;than that set forth in the preceding sentence if such Option is granted
pursuant to an assumption or substitution for another option in a manner satisfying the provisions of
Section 424(a) of the Code. } |

R

(d) Consideration. The purchasé price of Class A Common Stock acquired pursuant to an Option shall be
paid, to the extent permitted by applicable statutes and regulations and as determined by the Board in its sole
discretion, by any combination of the methods of payment set forth below. The Board shall have the authority to
grant Options that do not permit all of tf[le following methods of payment (or otherwise restrict the ability to use
certain methods) and to grant Options that require the consent of the Company to utilize a particular method of

payment. The methods of payment perrfhtted by this Section 6(d) are:

(i) by cash, check, bank draft c‘>r money order payable to the Company;

|
(if) pursuant to a program dev!?loped under Regulation T as promulgated by the Federal Reserve Board
that, prior to the issuance of the sto‘;:k subject to the Option, results in either the receipt of cash (or check) by
the Company or the receipt of 1rrevocab]e instructions to pay the aggregate exercise price to.the Company

from the sales proceeds; {“

(iii) by delivery to the Compaily (either by actual delivery or attestation) of shares of Class A Common
Stock;

(iv) according to a deferred payment or other similar arrangement with the Optionholder;

(v) by a “net exercise” arrangement pursuant to which the Company will reduce the number of shares
of Class A Common Stock issued u“pon exercise by the largest whole number of shares with a lfair' Market
Value that does not exceed the aggr\fegate gxercise price; provided, however, that the Company shall accept a
cash or other payment from the Par][icipant to the extent of any remaining balance of the aggregate exercise
price not satisfied by such reductior‘ll in the number of whole shares to be issued; provided, further, that
shares of Class A Common Stock will no longer be outstanding under an Option and will not be exermsable
thereafter to the extent that (A) shar’es are used to pay the exercise price pursuant to the “net exercise,’

(B) shares are delivered to the Pam,xpant as a result of such exercise, and (C) shares are withheld to satisfy

tax withholding obligations; or

(vi) in any other form of legal Vconsideration that may be acceptable to the Board.
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Unless otherwise specifically provided in the Option, the purchase price of Class A Common Stock acquired
pursuant to an Option that is paid by delivery to the Company of other Class A Common Stock acquired, directly
or indirectly from the Company, shall be paid only by shares of the Class A Common Stock of the Company that
have been held for more than six (6} months (or such longer or shorter period of time required to avoid a charge

_to earnings fb_r financial accounting purposes). At any time that the Company is incorporated in Delaware, ‘
payment of the Class A Common Stock’s “par value,” as defined in the Delaware General Corporation Law, shall
not be made by deferred paymént. ‘

In the case of any deferred payment arrangement, interest shall be compounded at least annually and shall
be charged at the minimum rate of interest necessary to avoid (1) the treatment as interest, under any applicable
provisions of the Code, of any amounts other than amounts stated to be interest under the deferred payment
arrangement and (2) the treatment of the Option as a variable award for financial accounting purposes.

(e) Transferability of an Incentive Stock Option. An Incentive Stock Option shall not be transferable
except by will or by the laws of descent and distribution and shall be exercisable during the lifetime of the
‘Optionholder only by the Optionholder. Notwithstanding the foregoing, the Optionholder may, by delivering
written notice to the Company, in a form satisfactory to the Company, designate a third party who, in the event of
the death of the Optionholder, shall thereafter be entitled to exercise the Option.

" (f) Transferability of a Nonstatutory Stock Option. A Nonstatutory Stock Option shall be transferable
to the extent provided in the Option Agreement. If the Nonstatutory Stock Option does not provide for
transferability, then the Nonstatutory Stock Option shall not be transferable except by will or by the laws of
descent and distribution and shall be exercisable during the lifetime of the Optionholder only by the
Optionholder. Notwithstanding the foregoing, the Optionholder may, by delivering written notice to the
Company, in a form satisfactory to the Company, designate a third party who, in the event of the death of the
Optionholder, shall thereafter be entitled to exercise the Option.

(g) Vesting Generally. The total number of shares of Class A Common Stock subject to an Optioﬁ may, -
but need not, vest and therefore become exercisable in periodic installments that may, but need not, be equal. The
Option may be subject to such other terms and conditions on the time or times when it may be exercised (which
may be based on performance or other criteria) as the Board may deem appropriate. The vesting provisions of
individual Options may vary. The provisions of this Section 6(g) are subject to any Option provisions governing
the minimum number of shares of Class A Common Stock as to which an Option may be exercised.

(h) Termination of Continuous Service. In the event that an Optionholder’s Continuous Sérvice
terminates (other than upon the Optionholder’s death or Disability), the Optionholder may exercise his or her
Option (to the extent that the Optionholder was entitled to exercise such Option as of the date of termination) but
only within such period of time ending on the earlier of (i) the date three (3) months following the termination of
the Optionholder’s Continuous Service (or such longer or shorter period specified in the Option Agreement or
(ii) the expiration of the term of the Option as set forth in the Option Agreement. If, after termination, the
Optionholder does not exercise his or her Option within the time spemfled in the Option Agreement, the Option
shall terminate.

(i) Extension of Termination Date. An Optionholder’s Option Agreement may also provide that if the
exercise of the Option following the termination of the Optionholder’s Continuous Service (other than upon the
Optionholder’s death or Disability) would be prohibited at any time solely because the issuance of shares of
Class A Common Stock would violate the registration requirements under the Securities Act, then the Option
shall terminate on the earlier of (i) the expiration of the term of the Option set forth in Section 6(a) or (ii) the
expiration of a period of three (3) months after the termination of the Optionholder’s Continuous Service during
which the exercise of the Option would not be in violation of such registration requirements.

(j) Disability of Optionholder. In the event that an Optionholder’s Continuous Service terminates as a
result of the Optionholder’s Disability, the Optionholder may exercise his or her Option (to the extent that the
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Optionholder was entitled to exercise such Option as of the date of termination), but only within such period of
time ending on the earlier of (i) the dat“,c—: six (6) months following such termination (or such longer or shorter
period specified in the Option Agreem‘ént or (ii) the expiration of the term of the Option as set forth in the Option
Agreement. If, after termination, the Optionholder does not exercise his or her Option within the time specified
herein, the Option shall terminate. |

(k) Death of Optionholder. In the event that (1) an Optionholder’s Continuous Service terminates as a
result of the Optionholder’s death or (m) the Optionholder dies within the period (if any) specified in the Option
Agreement after the termination of the pptlonholder s Continuous Service for a reason other than death, then the
Option may be exercised (to the extent the Optionholder was entitled to exercise such Option as of the date of
death) by the Optionholder’s estate, by & person who acquired the right to exercise the Option by bequest or
inheritance or by a person designated tg exercise the option upon the Optionholder’s death pursuant to
Section 6(e) or 6(f), but only within the period ending on the earlier of (1) the date six (6) months following the
date of death (or such longer or shorter period specified in the Option Agreement or (2) the expiration of the term

of such Option as set forth in the OpthIul Agreement. If, after death, the Optlon is not exercised within the time
specified herein, the Option shall terminate.

(1) Early Exercise. The Option may, but need not, include a provision whereby the Optionholder may
elect at any time before the Opuonholder s Continuous Service terminates to exercise the Option as to any part or
all of the shares of Class A Common Stock subject to the Option prior to the full vesting of the Option. Any
unvested shares of Class A Common St(:‘)ck so purchased may be subject to a repurchase option in favor of the
Company or to any other restriction the Board determines to be appropriate. The Company will not exercise its
repurchase option until at least six (6) m“onths (or such longer or shorter period of time required to avoid a charge

~ to earnings for financial accounting purposes) have elapsed following exercise of the Optxon unless the Board
otherwise specifically provides in the Option.

7. PROVISIONS OF STOCK AWARDS O\THER THAN OPTIONS.

(a) Stock Bonus Awards. FEach st;lock bonus agreement shall be in such form and shall contain such terms
and conditions as the Board shall deem appropriate. The terms and conditions of stock bonus agreements may
change from time to time, and the terms %nd conditions of separate stock bonus agreements need not be identical,
but each stock bonus agreement shall include (through incorporation of provisions hereof by reference in the

agreement or otherwise) the substance of\ each of the following provisions:

(i) Consideration. A stock bonus may be awarded in consideration for past serv1ces actually
rendered to the Company or an Afﬁhate for its benefit.

(ii) Vesting. = Shares of Class ‘A Common Stock awarded under the stock bonus agreement may, but
need not, be subject to a share repurchase option in favor of the Company in accordance with a vesting
schedule to be determined by the Board. :

(iii) Performance Grants. Alstock bonus may be granted or Inay vest based upon service conditions,
upon the attainment during a Perforﬁllance Period of certain Performance Goals, or both. The length of any

Performance Period, the Performanc{p Goals to be achieved during the Performance Period, and the measure
of whether and to what degree such Performance Goals have been attamed shall be conclusively determined

by the Committee in the exercise of i 1ts absolute discretion.

(iv) Termination of Partlupant s Continuous Service. In the event that a Participant’s Continuous
Service terminates, the Company may reacquire any or all of the shares of Class A Common Stock held by

the Participant that have not vested as of the date of termination under the terms of the stock bonus
agreement.

(v) Transferability. Rights to\acquire shares of Class' A Common Stock under the stock bonus
agreement shall be transferable by thﬁ Participant only upon such terms and conditions as are set forth in the
stock bonus agreement, as the Board shall determine in its discretion, so-long as Class A Common Stock

]
awarded under the stock bonus agreement remains subject to the terms of the stock bonus agreement.
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(b) Restricted Stock Awards. FEach restricted stock purchase agreement shall be in such form and shall
contain such terms and conditions as the Board shall deem appropriate. The terms and conditions of the restricted
stock purchase agreements may change from time to time, and the terms and conditions of separate restricted
stock purchase agreements need not be identical, but each restricted stock purchase agreement shall include
(through incorporation of provisions hereof by reference in the agreement or otherwise) the substance of each of
the following provisions:

(i) Purchase Price. The purchase price of restricted stock awards shall not be less than fifty percent
(50%) of the Class A Common Stock’s Fair Market Value on the date such award is made or at the time the
purchase is consummated: . ' ‘

(if) Consideration. The purchase price of Class A Common Stock acquired pursuant to the restricted
stock purchase agreement shall be paid either: (i) in cash at the time of purchase; (ii) at the discretion of the
Board, according to a deferred payment or other similar arrangement with the Participant; or (iii) in any
other form of legal consideration that may be acceptable to the Board in its discretion; provided, however,
that at any time that the Company is incorporated in Delaware, then payment of the Class A Common
Stock’s “par value,” as defined in the Delaware General Corporation Law, shall not be made by deferred
payment. . :

(iii) Vesting.  Shares of Class A Common Stock acqurred under the restricted stock purchase
agreement may, but need not, be subject to a share repurchase option in favor of the Company in accordance
with a vesting schedule to be determmed by the Board.

(iv) Termination of Participant’s Contrnuous Servnce In the event that a Participant’s Continuous
Service terminates, the Company may repurchase or otherwise reacquire any or all of the shares of Class A
Common Stock held by the Participant that have not vested as of the date of termination under the terms of
the restricted stock purchase agreement. »

(v) Transferability. Rights to acquire shares of Class A Common Stock under the restricted stock
purchase agreement shall be transferable by the Participant only upon such terms and conditions as are set
forth in the restricted stock purchase agreement, as the Board shall determine in its discretion, so long as

~ Class A Common Stock awarded under the restricted stock purchase agreement remains subject to the terms
of the restricted stock purchase agreement. ,

(c) Restricted Stock Unit Awards. Each Restricted Stock Unit Award Agreement shall be in such form
and shall contain such terms and conditions as the Board shall deem appropriate. The terms and conditions of
Restricted Stock Unit Award Agreements may change from time to time, and the terms and conditions of
separate Restrictéd Stock Unit Award Agreements need not be identical, provided, however, that each Restricted
Stock Unit Award Agreement shall include (through incorporation of the provisions hereof by reference in the
Agreement or otherwise) the substance of each of the following provisions:

(i) Consideration. At the time of grant of a Restricted Stock Unit Award, the Board will determme
the consideration, if any, to be paid by the Partrcrpant upon delivery of each’ share of Class A Common
Stock subject to the Restricted Stock Unit Award. The consideration to be paid (if any) by the Participant for
each share of Class A Common Stock subject to a Restricted Stock Unit Award may be paid in any form of
legal consideration that may be acceptable to the Board in its sole discretion and permissible under
applicable law :

(i) Vestmg At the time of the grant of a Restricted Stock Unit Award the Board may impose such
restrictions or conditions to the vesting of the Restricted Stock Unit Award as it, in its sole discretion, deems

appropriate.

(iii) Payment. A Restricted Stock Unit Award may be settled by the delivery of shares of Class A
Common Stock, their cash equivalent, any combination thereof or in any other form of consideration, as
determined by the Board and contained in the Restricted Stock Unit Award Agreement.
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(iv) Additional Restrictions. At the time of the grant of a Restricted Stock Unit Award, the Board,
as it deems appropriate, may impose such restrictions or conditions that delay the delivery of the shares of
Class.A Common Stock (or their cash equivalent) subject to a Restricted Stock Unit Award 1o a time after
the vesting of such Restricted Stock Unit Award.

(v) Dividend Equivalents. |Dividend equivalents may be credited in respect of shares of Class A
Common Stock covered by a Restricted Stock Unit Award, as determined by the Board and contained in the
Restricted Stock Unit Award Agré’ement. At the sole discretion of the Board, such dividend equivalents may
be converted into additional share‘% of Class A Common Stock covered by the Restricted Stock Unit Award
in such manner as determined by the Board.: Any additional shares covered by the Restricted Stock Unit
Award credited by reason of such hwmend equivalents will be subjéct to all the terms and conditions of the
underlying Restricted Stock Unit Award Agreement to which they relate.

(vi) Termination of Partlclpﬂamt’s Continuous Service. Except as dtherwise provided in the
applicable Restricted Stock Unit Award Agreement, such portion of the Restricted Stock Unit Award that
has not vested will be forfeited upon the Participant’s termination of Continuous Service.

(vii) Compliance with Sectiop 409A of the Code. Notwithstanding anything to the contrary set forth
herein, any Restricted Stock Unit‘/’%ward granted under the Plan that is not exempt from the requirements of
Section 409A of the Code shall contain such provisions so that such Restricted Stock Unit Award will
comply with the requirements of Section 409A of the Code. Such restrictions, if any, shall be determined by
the Board and contained in the Resturlcted Stock Unit Award Agrepment -evidencing such Restricted Stock
Unit Award. For example, such restrictions may include, without limitation, a requirement that any Class A
Common Stock that is to be issued in a year following the year in which the Restricted Stock Unit Award

vests must be issued in accordance \\)Vith a fixed pre-determined schedule.

(d) Stock Appreciation Rights. éach Stock Appreciation Right Agreement shall be in such form and
shall contain such terms and conditions as the Board shall deem appropriate. Stock Appreciation Rights may be
granted as stand-alone Stock Awards or 1%1 tandem with other Stock Awards. The terms and conditions of Stock
Appreciation Right Agreements may change from time to time, and the terms and conditions of separate Stock
Appreciation Right Agreements need notjbe identical; provided, however, that each Stock Appreciation Right
Agreement shall include (through mcorporaﬂon of the provisions hereof by reference in the Agreement or
otherwise) the substance of each of the followm prowsxons '

(1) Term. No Stock Appremauon Right shall be exer01sable after the expiration of ten (10) years from
the date of its grant or such shorter pfrlod specified in the Stock Appreciation Right Agreement.

(ii) Strike Price. - Each Stock /ﬂkpprematlon Right will be denominated in shares of Class A Common
Stock equivalents. The strike price of each Stock Appreciation Right shall not be less than one hundred
percent (100%) of the Fair Market Value of the Class A Common Stock equivalents subject to the Stock |
Appreciation Right on the date of grant. |

|

(iif) Calculation of Appreciation. The appreciation distribution payable on the exercise of a Stock
Appreciation Right will be not greater than an amount equal to the excess of (A) the aggregate Fair Market
Value (on the date of the exercise of the Stock Appreciation Right) of a number of shares of Class A , \ _
Common Stock equal to the number of shares of Class A Common Stock equivalents in which the
Participant is vested under such Stock : Appreciation Right, and with respect to which the Participant is
exercising the Stock Appreciation nght on such date, over (B) the strike price that will be determined by
the Board at the time of grant of the Stock Appreciation Right. .

iSseud)

" (V) Vesting. At the time of the\ grant of a Stock Appreciation Right, the Board may impose such
restrictions or conditions to the vesting of such Stock Appreciation Right as it, in its sole discretion, deems
appropriate.

(v) Exercise. To exercise any outstanding Stock Appreciation Right, the Participant must provide
written notice of exercise to the Company in compliance with the provisions of the Stock Appreciation
Right Agreement evidencing such Stock Appreciation Right.
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(vi) Payment. The appreciation distribution in respect of a Stock Appreciation Right may be paid in
Class A Common Stock, in cash, in any combination of the two or in any other form of consideration, as
determined by the Board and contained in the Stock Appreciation Right Agreement evidencing such Stock
Appreciation Right.

(vii) Termination of Continuous Service. In the event that a Participant’s Continuous Service
terminates, the Participant may exercise his or her Stock Appreciation Right (to the extent that the
Participant was entitled to exercise such Stock Appreciation Right as of the date of termination) but only
within such period of time ending on the earlier of (A) the date three (3) months following the termination
of the Participant’s Continuous Service (or such longer or shorter period specified in the Stock Appreciation
Right Agreement), or (B) the expiration of the term of the Stock Appreciation Right as set forth in the Stock
Appreciation Right Agreement. If, after termination, the Participant does not exercise his or her Stock
Appreciation Right within the time specified herein or in the Stock Appreciation Right Agreement (as
applicable), the Stock Appreciation Right shall terminate.

(viii) Compliance with Section 409A of the Code. Notwithstanding anything to the contrary set
forth herein, any Stock Appreciation Rights granted under the Plan that are not exempt from the
requirements of Section 409A of the Code shall contain such provisions so that such Stock Appreciation
Rights will comply with the requirements of Section 409A of the Code. Such restrictions, if any, shall be
determined by the Board and contained in the Stock Appreciation Right Agreement evidencing such Stock
Appreciation Right. For example, such restrictions may include, without limitation, a requirement that a
Stock Appreciation Right that is to be paid wholly or partly in cash must be exercised and paid in
accordance with a fixed pre-determined schedule.

8. COVENANTS OF THE COMPANY.

(a) Availability of Shares. During the terms of the Stock Awards, the Company shall keep available at all
times the number of shares of Class A Common Stock required to satisfy such Stock Awards.

(b) Securities Law Compliance. The Company shall seek to obtain from each regulatory commission or
agency having jurisdiction over the Plan such authority as may be required to grant Stock Awards and to issue
and sell shares of Class A Common Stock upon exercise of the Stock Awards; provided, however, that this '
undertaking shall not require the Company to register under the Securities Act the Plan, any Stock Award or any
Class A Common Stock issued or issuable pursuant to any such Stock Award. If, after reasonable efforts, the
Company is unable to obtain from any such regulatory commission or agency the authority which counsel for the
Company deems necessary for the lawful issnance and sale of Class A Common Stock under the Plan, the
Company shall be relieved from any liability for failure to issue and sell Class A Common Stock upon exercise
of such Stock Awards unless and until such anthority is obtained.

9. UsE OF PROCEEDS FROM STOCK.

- Proceeds from the sale of Class A Common Stock pursuant to Stock Awards shall constitute general funds
of the Company. »

10. MISCELLANEOUS.

(a) Acceleration of Exercisability and Vesting. The Board shall have the power to accelerate the time at
which a Stock Award may first be exercised or the time during which a Stock Award or any part thereof will vest
in accordance with the Plan, notwithstanding the provisions in the Stock Award stating the time at which it may
first be exercised or the time during which it will vest.

{(b) Stockholder Rights. No Participant shall be deemed to be the holder of, or to have any of the rights of
a holder with respect to, any shares of Class A Common Stock subject to such Stock Award unless and until such
Participant has satisfied all requirements for exercise of the Stock Award pursuant to its terms.
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(c) No Employment or Other Service Rights. Nothing in the Plan or any instrument executed or Stock
Award granted pursuant thereto shalljconfer upon any Participant any right to continue to serve the Company or
an Affiliate in the capacity in effect at the time the Stock Award was granted or shall affect the right of the
Company or an Affiliate to terminate|(i) the employment of an-Employee with or without notice and with or
without cause, (ii) the service of a Consultant pursuant to the terms of such Consultant’s agreement with the -
Company or an Affiliate or (iii) the service of a Director pursuant to the Bylaws of the Company or an Affiliate,

and any applicable provisions of the corporate law of the state in which the Company or the Affiliate is
incorporated, as the case may be.

(d) Incentive Stock Option $100 000 Limitation. To the extent that the aggregate Fair Market Value
(determined at the time of grant) of Class A Common Stock with respect to which Incentive Stock Options are
exercisable for the first time by any Optionholder during any calendar year (under all plans of the Company and
its Affiliates) exceeds one hundred thousand dollars ($100,000), the Options or portions thereof that exceed such
limit (according to the order in which tthey were granted) shall be treated as Nonstatutory Stock” Optrons,

" notwithstanding any contrary provrslon of any Stock Award Agreement

(e) Investment Assurances. The Company may require a Participant, as a condition of exercising or
acquiring Class A Common Stock under any Stock Award, (i) to give written assurances satisfaetory to the
Company as to the Participant’s knoleedge and experience in financial and business matters and/or to employ a
purchaser representative reasonably satlsfactory to the Company who is knowledgeable and experienced in
financial and business matters and thattl he or she is capable of evaluating, alone or together with the purchaser
representative, the merits and risks of exercising the Stock Award; and (ii) to give written assurances satisfactory
to the Company stating that the Partici'[l)ant‘ is acquiring Class A Common Stock subject to the Stock Award for
the Participant’s own account and not \\:Vith any present intention of selling or otherwise distributing the Class A
Common Stock. The foregoing requirements, and any assurances given pursuant to such requirements, shall be
inoperative if (1) the issuance of the shares of Class A Common Stock upon the exercise or acquisition of
Class A Common Stock under the Stock Award has been registered under a then currently effective registration
statement under the Securities Act or (2) as to any particular requirement, a determination is made by counsel for
the Company that such requirement need not be met in the circumstances under the then applicable securities
laws. The Company may, upon advice of counsel to the Company, place legends on stock certificates issued
under the Plan as such counsel deems n‘ecessary or appropriate in order to comply with applicable securities laws,
including, but not hmlted to, legends restnctmg the transfer of the Class A Common Stock.

(‘ :

(f) Withholding Obligations. T(;) the extent provided by the terms of ‘a Stock Award Agreement the
Participant may satisfy-any federal, state or local tax withholding obligation relating to the exercise or acquisition
of Class A Common Stock under a Stock Award by any of the following means (in addition to the Company’s
right to withhold from any compensation paid to the Participant by the Company) or by a combination of such
means: (i) tendering a cash payment; (n) authorizing the Company to withhold shares of Class A Common Stock

from the shares of Class A Common St&ck otherwise 1ssuable to the Participant as a result of the exercise or
acquisition of Class A Common Stock u\nder the Stock Award; provrded however, that no shares of Class A
Common Stock are withheld with a value exceeding the minimum amount of tax required to be withheld by law
(or such lesser amount as may be necessary to avoid variable award accounting); or (iii) delivering to the
Company owned and unencumbered shares of Class A Common Stock.

{g) Lock-Up Period. Upon exerc‘i\se of any Stock Award, a Participant may not sell, dispose of, transfer,
make any short sale of, grant any option vfor the purchase of, or enter into any hedging or similar transaction with
the same economic effect as a sale, any shares of Class A Common Stock or other securities of the Company held
by the Participant, for a period of time spec1f1ed by the managing underwriter(s) (not to exceed one hundred
eighty (180) days) following the effectlve date of a registration statement of the Company filed under the
Securities Act, other than a Form S-8 reglstranon statement, (the “Lock Up Period™); provided, however, that
nothing contained in this section shall prevent the exercise of a repurchase option, if any, in favor of the

Company during the Lock Up Period. A l?ammpant may be required to execute and deliver such other

|
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agreements as may be reasonably requested by-the Company and/or the underwriter(s) that are consistent with
the foregoing orithat are necessary to give further effect thereto. In order to enforce the foregoing, the Company
may impose stop-transfer instructions with respect to such shares of Class A Common Stock until the end of such
period. The underwriters of the Company’s stock are intended third party beneficiaries of this Section 10(g) and
-shall have the right, power and authority. to enforce the provisions hereof as though they were a party hereto.

11. ApJUusTMENTS UPON CHANGES IN STOCK.

(a) Capitalization Adjustments. ~If any change is made in, or other event occurs with respect to, the
Class A Commen-Stock subject to the Plan or subject to any Stock Award without the receipt of consideration by
the Company (through merger, consolidation, reorganization, recapitalization, reincorporation, stock dividend,
dividend in property other than cash, stock split, liquidating dividend, combination of shares, exchange of shares,
change in corporate structure or other transaction not involving the receipt of consideration by the Company
(each a “Capitalization Adjustment”), the Plan will be appropriately adjusted in the class(es) and maximum
number of securities subject to the Plan pursuant to Sections 4(a) and 4(b) and the maximum number of securities
subject to award to any person pursuant to Section 5(c), and the outstanding Stock Awards will be appropriately
adjusted in the class(es) and number of securities and price per share of Class A Common Stock subject to such
outstanding Stock Awards. The Board shall make such adjustments, and its determination. shall be final, binding
and conclusive. (The conversion of any convertible securities of the Company shall not be treated as a transaction
“without receipt of consideration” by the Company.)

(b) Dissolution or Liquidation. In the event of a dissolution or liquidation of the Company, then all
outstanding Stock Awards shall terminate immediately prior to the completion of such disselution or liquidation.

-(c) Corporate Transaction. In the event of a Corporate Transaction, any surviving corporation or
acquiring corporation may assume any or all Stock Awards outstanding under the Plan or may substitute similar
stock awards for Stock Awards outstanding under the Plan (it being understood that similar stock awards include,
but are not limited to, awards to acquire the same consideration paid to the stockholders or the Company, as the
case may be, pursuant to the Corporate Transaction). A surviving corporation or acquiring corporation (or its
parent) may choose to assume or continue only a portion of a Stock Award or substitute a similar stock award for
only a portion of a Stock Award In the event that any surviving corporation or acquiring corporation does not
assume any or all such outstandmg Stock Awards or substitute similar stock awards for such outstanding Stock
Awards, then unless otherwise provided by the Board, any outstanding Stock Awards that have been neither
assumed nor substituted may be exercised (to the extent vested) prior to the effective time of the Corporate
Transaction, and any such Stock Awards shall terminate if not exercised prior to the effective time of the
Corporate Transaction.

(d) Change in Control. A Stock Award held by any Participant whose Continuous Service has not
terminated prior to the effective time of a Change in Control may be subject to additional acceleration of vesting -
and exercisability upon or after such event as may be provided in the Stock Award Agreement for such Stock
Award or as may be provided in any other written agreement between the Company or any Affiliate and the
Participant, but in the absence of such provision, no such acceleration shall occur.

12. AMENDMENT OF THE PLAN AND STOCK AWARDS.

(a) Amendment of Plan. . The Board at any time, and from time to time, may amend the Plan. However,
except as provided in Section 11(a) relating to Capitalization Adjustments, no amendment shall be effective
unless approved by the stockholders-of the Company to the extent stockholder approval is necessary to sansfy the
requlrements of Secuon 422 of the Code. ‘

(b) Stockholder Approval. The Board, in its sole discretion, may submit any other amendment to the
Plan for stockholder approval, including, but not limited to, amendments to the Plan intended to satisfy the
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requirements of Section 162(m) of the Code and the regulations thereunder regarding the exclusion of

performance-based compensation from the limit on corporate deductibility of compensation paid to Covered
Employees.

(c) Contemplated Amendments. It is expressly contemplated that the Board may amend the Plan in any
respect the Board deems necessary or advisable to provide eligible Employees with the maximum benefits
provided or to be provided under the provisions of the Code and the regulations promulgated thereunder relating

to Incentive Stock Options and/or to brlng the Plan and/or Incentive Stock Options granted under it into
compliance therewith. ‘l

\ :
(d) No Impairment of Rights. Rights under any Stock Award granted before amendment of the Plan shall

not be impaired by any amendment of the Plan unless (i) the Company requests the consent of the Participant and
(ii) the Participant consents in writing. ‘\

{e) Amendment of Stock Awards. | The Board at any time, and from time to time, may amend the terms of
any one or more Stock Awards; provided, however, that the rights under any Stock Award shall not be impaired

by any such amendment unless (i) the Company requests the consent of the Participant and (ii) the Participant
consents in writing.

13. TERMINATION OR SUSPENSION OF THE PLAN,

(a) Plan Term. The Board may suspend or terminate the Plan at any time. Unless sooner terminated, the
Plan shall terminate on the day before the tenth (10th) anniversary of the date the Plan is adopted by the Board or
approved by the stockholders of the Company, whichever is earlier. No Stock Awards may be granted under the

. . L .
Plan while the Plan is suspended or after it is terminated.

(b) No Impairment of Rights. Suspension or termination of the Plan shall not impair rights and

obligations under any Stock Award granted while the Plan is in effect except with the written consent of the
Participant.

14. EfvECTIVE DATE OF PLAN.

The Plan shall become effective as det}lermjned by the Board, but no Stock Award shall be exercised (or, in
the case of a stock bonus, shall be granted) [unless and until the Plan has been approved by the stockholders of the

Company, which approval shall be within twelve (12) months before or after the date the Plan is adopted by the
Board.
15. CHOICE OF Law.

The law of the State of Delaware shall| govern all questions concerning the construction, validity and
interpretation of this Plan, without regard to such state’s conflict of laws rules.
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